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Patients.
Physicians.
Investors.

Each other.

Dear Shareholders:

All individuals have something inside that drives or motivates them toward
achieving personal excellence. | believe that the same can be said about any group

of individuals who are bound by a common goal.

At ViroPharma, our common goal is clear: to develop and deliver
novel therapeutics to treat patients with serious infectious diseases.
Equally clcar are the motivations that drive us collectively. We are
driven toward operational excellence by our desire to positively
impact 4 distinct but interrelated groups: paticnts, ph}'sicians,
investors, and cach other. Each one of you belongs to at least

one of these categories, Meeting and excceding your expectations

is at the very core of ViroPharma'’s values,

Taking a moment to reflect, 2006 presented several challenges.
However, together we embraced those challenges and achieved
measurable successes for cach of our audiences. Compared to
where we were at the end of 2005, we finished 2006 in
a stronger position due to:

- A late stage clinical pipeline that brings new promise to
patients undergoing organ or stem cell transplant, and
individuals infected with hepatitis C;

- A strong capital structurc;

- Animpressive team, which we have augmented with new
talent and skills to move the company cver forward; and

- An enriched medical education program for Vancocin®, which
helps reunite hospitalized patients with their familics and saves

lives every day.
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I will spend the remainder of this letter describing the successes
and challenges for cach of our core programs, and what our work
means to us and to our stakeholders.



Maribavir

Most adults throughout the world are infected with
C}'L()ﬂ}cgaIO\'irus, or CMV. Because our immune syslems

are robust enough to keep the virus at bay, we are at little risk
of a significant disease as a result of infection. However, for
patients whose immune systems are suppressed, such as

those undergoing transplant procedures, including stem cell
and solid organ, resuits of infection are not only significant,
they are often deadly.

Depending on the type of organ transplant, the risk of CMV
infection after a transplant procedure can be as high as 70
percent. For these patients, the risks associated with CMV
discasc are substantial. The discase manifestations, which may
aftect many organs or body systems, may among others include
CMV pncumonia, a severc and often fatal discase affecting
SCT patients, or gastrointestinal CMV,

Today, physicians are often limited to monitoring the blood of
their transplant patients for signs of CMV infection. Only once
patients become CMV positive — and therefore at risk of disease
— are they treated. Ideally, prophylaxis against CMV with a well
tolerated and effective anti-CMV drug would start immediately
following the transplant procedure, and continue through the
extent of the high-risk period. Though the toxicities of the drugs
on the market today prohibit such prophylactic use, other than
in those patients at highest risk, in the future new drugs could
provide new treatment alternatives,

Maribavir may one day be such a prophylactic alternative.
Phase 2 data presented during 2006 demonstrated that in stem
cell transplant patients, prophylaxis with maribavir significantly
reduced the rate of CMYV viral reactivation at all tested doses,
and demonstrated a very favorable tolerability profile in this very
sick patient population. Importantly, there was no CMV discase
in patients receiving maribavir. Patients on maribavir also
experienced lower rates of moderate to severe Graft versus
Host Discase, a potentially deadly condition that can occur
tollowing bone marrow transplant when the donor’s
transplanted immune cells attack the patient's vital organs,
and their survival rates were better,

Maribavir is now in Phase 3 clinical testing; our goal is
to file our initial NDA for the drug in 2009. We presented
preliminary guidance that the market opportunity represents
peak year sales of up to $500 million worldwide. Maribavir
may be a paradigm changing drug for physicians and patients,
and we are working aggressively to bring this potential
therapeutic alternative to market.

HCV-796
More than 170 million people in the world have hepatitis C
infections, mak}'ng it one of the world’s most prominent diseases
and one of the world’s greatest unmet medical needs. In the
LLS., it is the most common long-lcrm blood-borne infection.
Unfortunately for these many patients, there arc major
challenges associated with today’s standard of care. Significant
side effects keep compliance rates low and treatment dropout
occurs frequently, limiting treatment success. Many HCV-
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Executive Officers (left to right) Daniel Soland, Thomas Dayle,
Michel de Rosen, Vincent Milano and Colin Broom

infected patients donjt know they are infected. Of those who
know, many don’t seek treatment. For those who do seck
treatment, today’s alternatives are often ineffective or
contraindicated. So, there is an immediate need for new;,
effective and well tolerated antiviral therapeutics to target
HCV. A goal among all who are working on new therapeutic
alternatives is combination therapy with multiple antiviral
agents, cach of which would attack the virus in different
ways, work synergistically to improve the cure rate among
these patients and, eventually, make hepatitis C an infectious
diseasc of the past.

HCV-796, which we are developing with Wyeth, is among
the leading anti-HCV compounds currently being developed
as potential components of highly effective curative treatments
for chronic HCV infection. To date, HCV-796 is the only non-
nucleoside viral polymerasc inhibitor to have been shown
in Phase 1b clinical studies to substantially lower viral levels
in HCV-infected patients when administered in combination
with pegylated interferon. Also, in clinical studies to date,
HCV-796 appears to be generally well tolerated.

We are currently conducting Phase 2 clinical trials of HCV-
796 in cnmlnnatlon with pegylated 1nterferon and ribavirin in
HCV-infected patients who are naive to treatment, or who are
non-responders to current standard-of-care therapies. To date,
HCV-796 has shown great promise in becoming an integral

part of future combination therapies.

Yancocin

As the company leading the fight against severe Clostridium
difficile-associated discase, or CDAD, we understand better than
anyone the importance of our efforts in physician education, and
assuring the availability of Vancocin — which has been proven
to be safi: and effective in clinical trials and through two decades

it the most.

The CDAD of today is ditterent from and more severe than
it was only a few years ago. Today's strain produces up to 23
times the toxin of a typical strain, and as a result, patients
can progress from infection to death in as little as three days.
This discase has also become more prevalent, with the incidence
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of disease increasing by more than 20 percent each year for the
past few years, CDAD is now considerced by medical specialists
to be of epidemic proportion, and we are likely not yet at

its peak. This continuocusly spreading, more dangerous strain
has been positively identified in only 24 LS. states so far,
Hospitals that have experienced an outbreak have found that
while it can be sometimes controlled, it cannot be eliminated.

Over the past 12 months, we have significantly increased
our CDAD physician medical education activities, For example,
ViroPharma funds numerous educational wools specifically for
physicians dealing with outbreaks of CDAD, including CME
teleconference series on CIDAD awareness and control;
institutional lecture series and grand rounds; medical symposia
at key international infectious discase meetings; and physician
tools tor data accumulation on the spread of this discase.

All of these tools were launched with the core goal of enabling
physicians to identify patients at high risk of severe discase, to
use Vancocin appropriately in these high risk patients, and to
limit or control outbreaks of discase in their facilities.

In 2006, prescriptions for Vancocin, as measured by IMS,
grew 23 percent over those of 2005; net sales grew to $166.6
million. We invested far more on educational activities in 2006
than in 2005, and intend to do even maore in 2007, Qur
expectation is that, in 2007, we will be in a position to
do even more for paticnts suffering from this insidious
discase, and for the physicians who treat them,

I would be remiss if I did not brictly comment on our
ongoing efforts to ensure that CDAD patients have access to
clinically proven versions of Vancocin, particularly during this
epidemic of severe CDAD. As you may recall, during 2006 we
were surprised to learn that the FDA’s Oflice of Generic Drugs
(OGD}) had unexpectedly changed the potential pathway for
generic versions of Vancocin, suggcsting that data from a simplc
dissolution test performed in a test tube — instead of clinical
studies in CDAD patients designed to prove a drug’s safety and
efficacy — may be enough to support generic approval. This
proposal is inconsistent with the FDA’s renewed emphasis on
drug safety and also potentially dangerous: The approval of an
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untested generic formulation of Vancocin could have significant
ramifications on patient safety and public health. We filed a
Citizen's Petition on March 17, 2006, and then supplemented
it with our legal and scientific positions in May and June 2006,
respectively. Our activities on that front continue as we work
diligently to ensure that the FDA reconsiders this suggestion

by the OGD. Though we have heard nothing from the OGD

on the topic, [ assure you that we will keep you posted on this
extremely serious matter.

Our rich product pipeline includes other important drug
candlidates as well, Pleconaril, a unique antiviral compound,
is in Phase 2 development by Schering-Plough for prevention
of exacerbation of asthma caused by the common cold. Also,
preclinical work continues on non-toxigenic C. difficile (NTCD),
our project focusing on prevention of CDAD recurrence after
Vancocin, and on additional next-generation antiviral inhibitors
of hepatitis C with our partners at Wyeth.

The rest of the 2006 annual report will be focused on
vou and the others for whom we work. Thope that through the
exploration of this document, you will gain a better understanding
of not only what we do, but also why we do it and for whom
we dedicate our work, time and energics.

2007 promises to be another year of challenge and great
opportunity. We will invest more on developing our product
candidates and the CDDAD business. I am proud of the dedication
of our ViroPharma team, proud of their energy and creativity,
and proud of the values we share. We face this year confident in
our abilitics to execute on our plan, more mature because of the
challenges of 2006, and poised for operational excellence. We are
driven by the goal of impacting public health and assuring patient
safety — and entirely focused on bringing new value to our 4 core
audiences: patients, physicians, investors, and each other.

Thank you for your support.

Michel de Rosen






“A recent chemotherapy patient

received a bone marrow transplant.

His course was complicated by

a persistent CMV infection for
which he was treated. Low blood
counts and a severe bloodstream
infection led to a change in

He was hospitalized for almost
three months. He was depressed.
His family was always by his
bedside; the wife had to quit her
job to be there. The ramifications
of CMV were devastating to this
patient and his family.”

anti-CMV therapy which

. Genovefa Papanicolaou, M.D.
caused renal failure,

Memorial Sloan-Kettering
Cancer Center

At ViroPharma, we are dedicated to improving the
health of patients suftering from serious infectious
diseases, from the many millions of people
throughout the world suffering from hepatitis C
to the immunocompromised patients at high risk
of certain deadly viral diseases.

The collective goal of the ViroPharma team is to bring new and unique
therapeutics to patients with few, if any, trcatment alternatives. Today,
ViroPharma commercializes Vancocin, a life-saving (h'ug for paticnts
suffering from severe Clostridium difficile-associated discase (CDAD).
Every day, we save and improve the lives of these patients, and work to
get them out of the hospital soancr to reunite them with their families.
Our mission, as the stewards of public health related to CDAD, is to
do all that we can — in cvery way that we can — by working with
health care providers to enable quick identification and appropriate
treatment of patients who are at highest risk of severe disease, and

to protect other paticnts from infection.

Tomorrow’s goal, in that respect, is no different from that of today,
though the number of patient populations to which we dedicate our
attention will grow. Maribavir, our Phase 3 antiviral compound, targets
a potentially deadly discase in certain immunocompromised populations
caused by cytomegalovirus (CMV). It may one day dramatically improve
the outcomes of patients who have undergone bone marrow or solid
organ transplant procedures, or other immunosuppressed patients who
are at high risk of CMV discase. HCV-796, our non-nucleoside viral
pelymerase inhibitor of hepatitis C, in Phase 2 clinical development
with our partners at Wyeth, may one day be part of a highly effective
cocktail therapy that may substantially enhance the ability to cure
paticnts suffering with chronic HCV infection. All of these patients

are in great need of new treatment alternatives to impmvc their

lives and hcalth.

We dedicate our work to patients.




“While health care practitioners as CDAD, CMV disease and
are dedicated professionals and hepatitis C, and the skill to
very well educated, it is impossible  disseminate such knowledge to
to be completely knowledgeable  medical professionals. We take
on the entire scope of the current  this responsibility very seriously.”
data pertaining to disease and

therapy in their chosen field. Gregory M. Chudzik,
Therefore, it is the responsibility PharmD, FAAP

of ViroPharma's team of Regional  ViroPharma Regional

Medical Scientists to develop Medical Scientist

knowledge about unique yet

eminently serious diseases such

Physicians are at the heart of public health,
dedicating their lives to ensuring that patients
suffering from a myriad of disease states receive
appropriate health care. We at ViroPharma are
in turn dedicated to the development of new

products for physicians and to medical education.

Since ViroPharma's acquisition of Vancocin in 2004, physician medical
education has been a critical part of our mission. Qur objectives

arc clear: to assist physicians in their work to ensure the safety and
appropriate treatment of patients with severe CDAD. ViroPharma has
worked tirelessly with physicians toward this goal. The results of our
work have included CME teleconference series focused on CDAD;

an institutional lecture serics and gran(l rounds; medical symposia at
important infectious discase mectings including the meetings of the
Infectious Disease Society of America, the Society for Healthcare
Epidemiology of America, and the Interscience Conference on
Antimicrobial Agents and Chemotherapy; novel tools for physicians

to track and share information on CIDAD outbreaks in their institutions;
and tools to enable quick identification of patients at high risk of severe
outcomes from an infection.

In the future, our focus will remain on physician education, but our
broader ambitions also include developing new treatments for other
discases to improve the lives of other patients. For example, in maribavir,
transplant physicians may onc day have an effective and better tolerated
prophylactic aption for their post-transplant patients at high risk of
CMV discase. Gastroenterologists and hepatologists may one day offer
their hepatitis C patients therapeutic cocktails, including HCV-796,
which may provide a cure for their discase and end lifc long affliction
with HCV infection. This may also result in a significant reduction in
the number of patients with HCV-related liver disease. We believe that
our hard work today will mean better equipped, informed, and

prcparcd ph}'sicians tOMOoOrrow.

We dedicate our work to [)h)'sicians.




Investors.
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The goal of all investors is to increase their
return on investment, while decreasing their
investment risk. At ViroPharma, we are like-
minded in that respect. We arc dedicated to
increasing sharcholder value and affirming
your decision to invest in ViroPharma.

ViroPharma has made important strategic decisions which we believe
have brought meaningful rcturns to our shareholders, and put us

in a position to provide long-term value, We utilized our business
development acumen to acquire an interesting Phase 1 opportunity
from GlaxoSmithKling in 2003 called maribavir, and have since
developed it into an important Phase 3 product candidate for
prevention of CMV disease in transplant paticnts. We have worked
closely with Wyeth, our partners in hepatitis C, to develop multiple
antivirals targeting the HCV virus, One of them is our Phase 2 drug
candidate HCV-796, the most advanced non-nucleoside polymerase
inhibitor of HCV in development today. We acquired Vancocin,

a life-saving drug approved to treat severe CDAD, from Eli Lilly
and Company and focused our attention on physician education and
assuring CDAD patient safety. Net revenues from this product grew
to $167 million in 2006. We have increased our cash and short-term
investment position to $255 million and our stockholders’ equity o
$412 million, both the highest points in the history of the company.

Going forward, we will continue to leverage our clinical and business
development expertise, and our strong balance sheet, to appropriately
“and expeditiously develop our current clinical and preclinical pipeline,
and to bring new value drivers into the company. You have thousands of
investment options to choose from; it is our intent to make ViroPharma
a choice worthy of consideration and, through our strategic decisions,
bring new value to our sharcholders in the short, mid and long term.

We dedicate our work to investors.




"Desire, teamwork, values, objectives to improve lives and
determination. These are words bring new therapies to patients
that we as a team live by every and providers."”

day. When | think of how we will
succeed in reaching our goals, |
always go back to the importance
of teamwork and how we come
together to 'get it done’. Moving  (feft to right) Leslie Place,

into the future with our vision in  Robert Doody, Kim Anderson,
mind, we will get there together,  Gene Amparo, Jack Bradley,

as a team, united by our Debra Whitman, Walter Tatarowicz

Leslie Place
ViroPharma Human Resources

Every member of the ViroPharma team plays a
critical role in the daily execution of our business,
and enhances our ability to achieve success. Without
each other, we could not have accomplished what
we have so far, nor could we endeavor to reach the
high goals and standards that we have for the future.

Woven throughout our culture are our values: teamwork, customer
focus, quality, courage, passion, integrity and, most importantly,
people. Our people are our greatest advantage, and together we are
focused on providing solutions and value for all of our constituents:
patients, physicians, payors, and our sharcholders. Our employcees arc
diverse in training; many are MDs, PhDDs, RNs, CPAs, and PharmDs,
However, all are diverse in their background, skills and experience.
This creates the foundation for a strong, multidisciplinary team.
Throughout our organization, we acknowledge the importance of
each employee to the team’s success, and strive to achieve mutual
respect of our colleagues and excellence in our work.

All of us at ViroPharma have a keen understanding of the importance
of our work and of the implications of our success. If we as a tcam are
successful, we will improve and save lives. To us, there is no cause more
noble. All of us know someone who suffers from, or is at risk of, cne
of the conditions we are working diligently to treat and cure. As a team,
we understand that the long-term success of ViroPharma contributes
to the long-term stability and security of our familics and friends.
Though we are not perfect — far from it — and we make mistakes,

we work hard to learn from them, and to respect cach other and our
values, Qur goal of providing patients and physicians with new and
improved therapeutic options could not be met without the integrity,
dedication and teamwork of the Virol’harma family.

We dedicate our work to each other.
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PART 1

ITEM 1. BUSINESS

We are a biopharmaceutical company dedicated to the development and commercialization of products that
address serious infectious diseases, with a focus on products used by physician specialists or in hospital settings.
We intend to grow through sales of our marketed product, Vancocin® HCI capsules, through the continued
development of our product pipeline and through potential acquisition or licensing of products or acquisition of
companies.

We have one marketed product and multiple product candidates in development. We market and sell
Vancocin® HCI capsules, the oral capsule formulation of vancomycin hydrochloride, in the U.S. and its
territories. Vancocin is a potent antibiotic approved by the U.S. Food and Dirug Administration, or FDA, to treat
antibiotic-associated pseudomembranous colitis caused by Clostridium difficile, or C. difficile, and enterocolitis
caused by Staphylococcus aureus, including methicillin-resistant strains. We are developing maribavir for the
prevention and treatment of cytomegalovirus, or CMV, disease, and HCV-796 for the treatment of hepatitis C
virus, or HCV, infection. We have licensed the U.S. and Canadian rights for a third product candidate, an
intranasal formulation of pleconaril, to Schering-Plough for the treatment of picornavirus infections.

We intend to continue to evaluate in-licensing or other means of acquiring products in clinical development,
and marketed products, in order to expand our current portfolio. Such products may be intended to treat, or are
currently used to treat, the patient populations treated by physician specialists or in hospital settings.

We were incorporated in Delaware in September 1994 and commenced operations in December 1994. Qur
executive offices are located at 397 Eagleview Boulevard, Exton, Pennsylvania 19341, our telephone number is
610-458-7300 and our website address is www.viropharma.com. Information contained on our website is not
incorporated into this Annual Report on Form 10-K.

Vancocin

In November 2004, we acquired all rights in the U.S. and its territories to manufacture, market and sell
Vancocin, as well as rights to certain related vancomycin products, from Eli Lilly and Company (*‘Lilly™) for a
$116 million upfront payment and additicnal purchase price consideration based on pre-defined sales levels
through 2011, which, as of December 31, 2006, an aggregate of $17.1 million was paid. Lilly retained its rights
to Vancocin outside of the U.S. and its territories,

Vancocin is approved by the FDA for treatment of enterocolitis caused by S. aureus (including methicillin-
resistant strains) and antibiotic associated pseudomembranous colitis caused by C. difficile. Both are potentially
serious infections of the gastrointestinal (GI) tract. S. aureus enterocolitis is rare; however, infection with
C. difficile is increasing in incidence and severity, and is the indication that accounts for the majority of
Vancocin's use.

Clostridium difficile associated disease (CDAD) is an infection of the lower gastrointestinal (GI) tract. The
clinical manifestations, ranging from diarrhea to toxicmegacolon and sometimes death, are a result of toxins
produced by the bacterium that cause inflammation in the colon. Hospitalized patienis, those residing in long-
term care centers, those greater than 65 years of age, and patients that have received broad-spectrum antibiotic
therapy, are at greatest risk to acquire CDAD.

CDAD is not a nationally reportable disease and as such it is difficult to estimate the actual incidence of
disease with precision. Based on reports from the Centers for Diseases Control and Prevention (CDC) and peer-
reviewed publications, we estimate that at least 400,000 patients were affected by CDAD in 2006. Many
clinicians report treating increasing numbers of patients with CDAD, higher rates of severe disease, and



increased mortality rates. Clinicians have also noted that patients are progressing from mild/moderate disease to
severe disease or death more rapidly than previously observed.

Although the causes for this change in CDAD remain under active investigation, the CDC has postulated
that a combination of changes in antibiotic use and infection control practices, along with the emergence of a
hypervirulent strain of C. difficile, are likely contributors. As of late 2000, this strain (referred to as the
toxinotype 111, BI, or NAP1/027 strain) has been identified by the CDC in at least 23 states in the U.S.

Vancocin is the only drug approved by the FDA for the treatment of antibiotic-associated
pseudomembranous colitis caused by C. difficile. Historically, a generic compound, metronidazole, has been
typically used as first-line treatment for CDAD, while under current guidelines Vancocin has been reserved by
physicians for patients who have failed metronidazole, who have recurrent disease, or who are suffering from
severe CDAD. We believe the changes in the epidemiology of CDAD and clinical spectrum of disease has led to
an increase in the use of Vancocin.

On March 17, 2006, we learned that the FDA’s Office of Generic Drugs, Center for Drug Evaluation and
Research (“OGD") changed its approach regarding the conditions that must be met in order for a generic drug
applicant to request a waiver of in-vivo bicequivalence testing for copies of Vancocin, We are opposing this
attempt. However, in the event this change in approach remains in effect, the time period in which a generic
competitor may enter the market would be reduced and multiple generics may enter the market, which would
materially impact our operating results, cash flows and asset valuations.

In February 2006, we announced that we had entered into a licensing agreement for the rights to develop
non-toxigenic strains of C. difficile for the treatment and prevention of CDAD. We plan to initially focus our
efforts on the opportunily to prevent recurrence of CDAD following treatment with Vancocin®. This treatment
approach to prevent disease recurrence involves the oral administration of non-toxin producing spores of
C. difficile following initial treatment of acute CDAD.

Product Pipeline

We currently have three clinical development programs. We have two active programs that target: (1) CMV
with an initial focus on CMYV disease in recipients of hematopoietic stem cell / bone marrow and solid organ
transplants, and (2) HCV. These programs are within the transplant and hospital settings or focus on diseases
treated by physician specialists, and are at the center of our strategic focus. Our third program has been licensed
to Schering-Plough and targets picornaviruses with intranasal pleconaril.

The following chart generally describes our clinical development programs:

YiroPharma

Product Candidate Program Indication Development Status Commercialization Rights
Maribavir CMYV disease Phase 3 Worldwide, other than Japan
HCV-796 HCYV infection Phase 2 Co-promotion rights in the U.S.

and Canada with Wyeth
Intranasal pleconaril Common cold and asthma Phase 2 Licensed to Schering-Plough
exacerbations
CMYV Program

As of December 31, 2006, we have initiated dosing in a phase 3 study of maribavir in the prevention of
CMV disease in allogeneic stem cell transplantation and we are also preparing for a second phase 3 study of
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maribavir in liver transplant patients. We expect that the phase 3 study in stem cell transplant patients will enroll
approximately 600 patients at approximately 80 transplant centers in the U.S., Canada, and several European
countries. The primary efficacy endpoint will be the incidence of CMV disease within 180 days post-transplant.
Secondary endpoints include incidence of initiation of preemptive anti-CMV therapy, incidence of graft-versus-
host disease, mortality and CMV disease-free survival. The study also will evaluate the pharmacokinetics of
maribavir in this subject population.

We have completed several phase 1 clinical trials with maribavir to evaluate the potential for drug
interactions, to evaluate the pharmacokinetics of maribavir in subjects with renal impairment and in subjects with
hepatic impairment, and to evaluate the relative bioavailability of different tablet formulations. Additional phase
I clinical pharmacology studies and phase 2 studies are either ongoing or planned for the future. We completed a
phase 2 clinical trial with maribavir for the prevention of CMV infections in allogeneic stem cell transplant
patients, which demonstrated that maribavir significantly reduces CMV reactivation in this population.

CMV is a member of the herpes virus group, which includes the viruses that cause chicken pox,
mononucleosis, herpes labialis (cold sores) and genitalis (genital herpes). Like other herpes viruses, CMV has the
ability to remain dormant in the body for long periods of time. CMV infection rates average between 50% and
85% of adults in the U.S. by 40 years of age. In most individuals with intact immune systems, CMV causes little
to no apparent illness. However, in immunocompromised individuals, CMV can lead to serious disease or death.
Currently, patients who are immunosuppressed following hematopoietic stem cell/bone marrow or solid organ
transplantation remain at high risk of CMV infection. In these patients, CMV can lead to severe conditions such
as pneumonitis or hepatitis, or even death, There are approximately 19,000 autalogous and allogeneic stem cell /
bone marrow transplant patients in North America, and 26,000 solid organ transplant patients in the U.S. on an
annual basis who are at increased risk of serious repercussions from infection.

HCY Program

During the year 2006, we conducted a phase 1b clinical trial which demonstrated the antiviral activity of
HCV-796 in combination with pegylated interferon. We also began dosing in a phase 2 study in which the safety
and antiviral activity of HCV-796 are being evaluated in combination with pegylated interferon and ribavirin.
Additional phase 1 clinical pharmacology studies are either ongoing or planned for the future.

Hepatitis is an inflammation of the liver that is often caused by viruses, such as hepatitis A, B, or C.
Hepatitis C virus is recognized as a major cause of chronic hepatitis worldwide. According to the CDC and the
World Health Organization, about four million Americans and 170 million people worldwide, respectively, are
infected with HCV. The acute stage, which occurs two weeks to six months after infection, usually is so mild that
most people do not know they have been infected. About 75% of people who are newly infected with HCV
progress to develep chronic infection. Liver damage (cirrhosis) develops in about 10% to 20% of persons with
chronic infection, and liver cancer develops in 1% to 5% of persons with chronic infection over a period of 20 to
30 years. Liver damage caused by HCV infection is the most common reason for liver transplantation in the U.S.

Common Cold and Asthma Exacerbations Program

Pleconaril is a proprietary, small maolecule inhibitor of picornaviruses, which we licensed from Sanofi-
Aventis in 1995. In preclinical studies, pleconaril has demonstrated the ability to inhibit picornavirus replication
in vitro by a novel, virus-specific mode of action. Pleconaril works by inhibiting the function of the viral protein
coat, also known as the viral capsid, which is essential for virus infectivity and transmission. Preclinical studies
have shown that pleconaril integrates within the picornavirus capsid at a specific site that is common to a
majority of picornaviruses and disrupts several stages of the virus infection cycle. In May 2002, the FDA issued a
“not-approvable” letter in response to our new drug application for an oral formulation of pleconaril for the
treatment of the common cold in adults. In contrast, the current formulation of pleconaril is delivered
intranasally.



In November 2004, we entered into a license agreement with Schering-Plough under which Schering-
Plough assumed responsibility for all future development and commercialization of pleconaril in the U.S. and
Canada. Schering-Plough paid us an initial license fee of $10.0 million in December 2004 and purchased our
inventory of bulk drug substance for an additional $6.0 million in January 2005. We understand that Schering-
Plough is currently evaluating an intranasal formulation of pleconaril in phase 2 clinical trials.

Business Development

We intend to continue to evaluate in-licensing or other means of acquiring products in clinical development,
and marketed products, in order to expand our current portfolio. Such products may be intended to treat, or are
currently used to treat, the patient populations treated by physician specialists or in hospital setings.

Competition for products in clinical development, or that are currently on the market, is intense and may
require significant resources. There is no assurance that we will be successful in acquiring such products, or that
such products can be acquired on terms acceptable to us. Additionally, if we are successful in acquiring a
marketed product, we may have to expand our markeling team and build a sales force. There is no assurance that
we would be successful in expanding our commercial capabilities, that we would be able 1o penetrate the markets
for any such products or that we could achieve market acceptance of our products.

Strategic Relationships
Vancocin Capsules and Lilly

In November 2004, we acquired all rights in the U.S. and its territories to manufacture, market and sell
Vancocin, the oral capsule formulation of vancomycin hydrochloride, as well as rights to certain related
vancomycin products, from Lilly. Vancocin is a potent antibiotic approved by the FDA to treat antibiotic-
associated pseudomembranous colitis caused by C. difficile and enterocolitis caused by 5. aqureus, including
methicillin-resistant strains. Lilly retained its rights to vancomycin outside of the U.S. and its territories.

We paid Lilly an upfront cash payment of $116.0 million. We are obligated to pay additional purchase price
consideration based on annual net sales of Vancocin through 201 1. As of December 31, 2006, we have paid an
aggregate of $17.1 million to Lilly in additional purchase price consideration, as our net sales of Vancocin
surpassed the maximum obligation level of $65 millton in 2005 and 2006. The $17.1 million payment was based
upon 35% of $19 million in 2006 and 50% of $21 million in 2005. We will pay additional amounts based on
annual net sales of Vancocin as set forth below:

E Obligation
2007 35% payment on net sales between $48-65 million
2008 through 2011 35% payment on net sales between $45-65 million

No additional payments are due to Lilly on net sales of Vancocin below or above the net sales levels
reflected in the above table. We account for additional purchase price consideration as contingent consideration
and record an adjustment to the carrying amount of the related intangible assets and a cumnulative adjustment to
the intangible amortization upon achievement of the related sales milzstones. See Note 6 of the Consolidated
Financial Statements for additicnal information regarding intangible assets and amortization.

In the event we develop any product line extensions, revive discontinued vancomycin product lines
{injectable or oral solutions), make improvements of existing products, or expand the label to cover new
indications, Lilly would receive a royalty on net sales on these additional products for a predetermined time
period.

In connection with the acquisition, we entered into a transition services agreement with Lilly. The transition
period ended in January 2005 when we assumed responsibility for product inventory, warehousing, management
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services and distribution of the Vancocin brand in the U.S. We also entered into a supply agreement with Lilly
for the manufacture and supply of the active pharmaceutical ingredient (API) of Vancocin as well as the
Vancocin finished product for an agreed upon time period. In November 2005, we amended our manufacturing
agreement with Lilly which, among other things, increased the amount of Vancocin that Lilly supplied to us
during 2005, for which we agreed to pay up to an additional $4.5 million, and ensured that Lilly would continue
to supply us with Vancocin until at least September 30, 2006, if necessary. Lilly supplied the agreed upon
increased product volume in 2005. The additional $4.5 million increased inventory costs, which increased our
cost of sales during the first half of 2006 when these specific units were sold. Lilly ceased manufacturing
finished product when our third-party manufacturing supply chain was approved in the second quarter of 2006.

Cytomegalovirus and GlaxoSmithKline

In August 2003, we entered into a license agreement with GlaxoSmithKline (“*GSK™) under which we
acquired worldwide rights {excluding Japan) to an antiviral compound, maribavir, for the treatment of CMV
disease. Maribavir is a benzimidazole compound that was in development by GSK for the treatment of CMV
retinitis in HIV positive patients.

Under the terms of the agreement, we have exclusive worldwide rights (excluding Japan) to develop and
commercialize maribavir for the prevention and treatment of cytomegalovirus infections related to transplant
(including solid crgan and hematopoietic stem cell / bone marrow transplantation), congenital transmission, and
in patients with HIV infection. The patents covering maribavir expire in 2015. We paid GSK a $3.5 million
up-front cash licensing fee and will pay additional milestone payments based upon defined clinical development
and reguiatory events. In the third quarter of 2006, we recorded a $3.0 million milestone payment due to GSK
associated with the initiation of the phase 3 study of maribavir, which was paid in February 2007. We also will
pay royalties to GSK and its licensor on product sales in the U.S. and rest of world (excluding Japan). We will be
dependent on GSK to prosecute and maintain the patents related to maribavir, and to file any applications for
patent term extension. We also may be dependent on GSK to protect such patent rights. We have the right to
sublicense our rights under the agreement, which under certain circumstances requires consent from GSK.

Hepatitis C and Wyeth

In December 1999, we entered into a collaboration and license agreement with Wyeth (formerly American
Home Products Corporation}) to jointly develop products for use in treating hepatitis C virus in humans. Under
the agreement, we licensed to Wyeth worldwide rights under certain patents and know-how owned by us or
created under the agreement. We have the right to co-promote these products in the U.S. and Canada and Wyeth
will promote the products elsewhere in the world. Wyeth has the right 1o manufacture any commercial products
developed under the agreement.

In June 2003, we amended our collaboration agreement with Wyeth to, among other things, focus the
parties’ activity on one target, to allocate more of the collaboration's pre-development efforts to us (subject to
our cost sharing arrangement with Wyeth for this work), and to clarify certain of the reconciliation and
reimbursement provisions of the collaboration agreement. In addition, under the amended agreement both
companies are permilted to work outside the collaboration on screening against targets other than the target being
addressed together under the cotlaboration. In connection with our restructuring in January 2004, we agreed with
Wyeth to cease screening compounds against HCV under the collaboration. In September 2006, we agreed to
renew some limited preclinical screening activity with Wyeth. During the terms of the agreement, the two parties
will work exclusively with each other on any promising compounds against the collaboration’s HCV target.

Wyeth paid us $5.0 million on the effective date of the original agreement, is obligated to make milestone
paymenis to us, and was obligated to purchase additional shares of our common stock at a premium to the market
price, upon the achievement of certain development milestones. Through December 31, 2006, Wyeth has
purchased an aggregate of 1,182,829 shares of our common stock for $16.0 million upon the achievement of
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three milestones, which includes the milestone reached in August 2006 when Wyeth and ViroPharma anncunced
that data indicated that HCV-796 achieved a “proof of concept” milestone under the companies’ agreements and
was the final milestone which would require Wyeth to purchase shares of our common stock. The remaining
milestone events generally include successful completion of steps in the clinical development of an HCV product
and the submission for, and receipt of, marketing approval for the product in the U.S. and abroad. These
milestones, however, may never be attained. Wyeth will provide significant financial support for the
development of HCV therapeutic compounds developed under the agreement.

Until the expiration or termination of the agreement, any profits from the sale of products developed under
the agreement and sold in the U.S. and Canada will be shared equally between us and Wyeth, subject to
adjustment under certain circumstances. For sales of these products cutside the U.S. and Canada, Wyeth will
make royalty payments to us. These royalty payments will be reduced upon the expiration of the last of our
patents covering those products.

Qur agreement with Wyeth terminates, country-by-country, in the U.S. and Canada, if the parties are no
longer co-promoting any product developed under the agreement, and outside the U.S. and Canada, when Wyeth
is no longer obligated to pay us royalties on sales of products developed under the agreement.

We have entered into, and will from time to time in the future enter into, a variety of agreements with third
parties in connection with preclinical and clinical development activities in both the CMV and HCV programs.

Picornaviruses and Schering-Plough

In November 2004, we entered into a license agreement with Schering-Plough under which Schering-
Plough has assumed responsibility for all future development and commercialization of pleconaril in the U.S. and
Canada. Schering-Plough paid us an upfront option fee of $3.0 millioen in November 2003. In August 2004,
Schering-Plough exercised its option to enter into a full license agreement with us following its assessment of the
product’s performance in characterization studies. Schering-Plough paid us an initial license fee of $10.0 million
in December 2004 and purchased our inventory of bulk drug substance for an additional $6.0 million in January
2005. We are also eligible to receive up to an additional $65.0 million in milestone payments upon achievement
of certain targeted regulatory and commercial events, as well as royalties on Schering-Plough’s sales of
intranasal pleconaril in the licensed territories. Schering-Plough is now responsible for the development and
commercialization of the intranasal formulation of pleconaril for the treatment of the common cold. Sanofi-
Aventis has exclusive rights to market and sell pleconaril in countries other than the U.S. and Canada.

Picornaviruses and Sanofi-Aventis

In our agreement with Sanofi-Aventis, originally entered into in December 1995 and amended and restated
in February 2001, we received exclusive rights under patents owned by Sanofi-Aventis to develop and market all
products relating to pleconaril and related compounds for use in picornavirus disease indications in the U.S. and
Canada, as well as a right of first refusal for any other indications in the U.S. and Canada. We further amended
our agreement with Sanofi-Aventis in November 2003 in connection with our entry into the option agreement
with Schering-Plough in respect of intranasal pleconaril. As a result of Schering-Plough’s August 2004 exercise
of its option 1o continue the development and commercialization of pleconaril, the November 2003 amendment
provided that, among other things, the royalty rate payable to Sanofi-Aventis was reduced. Pleconaril is covered
by one of the licensed U.S. patents, which expires in 2012, and one of the licensed Canadian patents, which
expires in 2013. We will be dependent on Sanofi-Aventis to prosecute and maintain certain of these patents, and
to file any applications for patent term extension. We also may be dependent on Sanofi-Aventis to protect such
patent rights.

Under our agreement with Sanofi-Aventis, until the expiration or termination of the agreement, we must
make royally payments on any sales of products in the U.S. and Canada developed under the agreement, which
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royalty payments will be reduced upon the expiration of the last patent on pleconaril or any related drug, except
for reduced royalty payments on Schering-Plough’s sales of the drug, if any, which extends indefinitely, We are
entitled to royalties from Sanofi-Aventis on sales of products by Sanofi-Aventis outside the U.S. and Canada.
Sanofi-Aventis will make a milestone payment to us upon submission of pleconaril for regulatory approval in
Japan. We are required to pay a portion of these royaities and milestones payable to Schering-Plough under our
agreement with them.

Our patent licenses under the amended and restated agreement with Sanofi-Aventis terminate on the later of
expiration of the last patent licensed to us under the agreement or ten years following our first sale of a product in
the U.S. or Canada containing a compound licensed to us under the agreement, or earlier under certain
circumstances. In the event that our rights to use Sanofi-Aventis’s patents and trademarks terminate, under
certain circumstances the agreement may restrict our ability to market pleconaril and compete with Sanofi-
Aventis. In addition, Sanofi-Aventis has the right to terminate the agreement if we are subjeci to a change of
control that would materially and adversely affect the development, manufacturing and marketing of the products
under the agreement. The term automatically renews for successive five-year terms unless either party gives six
months’ prior written notice of termination. We also have the right to manufacture, or contract with third parties
to manufacture, any drug product derived from the pleconaril drug substance.

Manuofacturing

We currently do not have facilities to manufacture commercial or clinical trial supplies of drugs, and do not
intend to develop such facilities for any product in the near future, Our commercialization plans are to contract
with third parties for the manufacture and distribution of our product candidates.

We entered into a supply agreement with Lilly for the manufacture and supply of the API of Vancocin and
the Vancocin finished product for an agreed-upon time period. In November 2005, we amended our
manufacturing agreement with Lilly which, among other things, increased the amount of Vancocin that Lilly
supplied to us during 2005, and ensured that Lilly would continue to supply us with Vancocin until at least
September 30, 2006, if necessary. Lilly supplied the agreed upon increased product volume in 2005. Lilly ceased
manufacturing finished product when our third-party manufacturing supply chain was approved in the second
quarter of 2006.

In December 2005 we entered into agreements with OSG Norwich Pharmaceuticals, Inc. (“OSG Norwich™)
to produce finished Vancocin product. The qualification process required to transfer Vancocin manufacturing
from Lilly to OSG Norwich was completed in February 2006. All approvals were finalized in the second quarter
of 2006 and, since June 30, 2006, all of our finished product has been purchased from OSG Norwich. In April
2006, we also entered into an agreement with Alpharma, Inc. for the manufacturing of API for Vancocin.

We require in our manufacturing and processing agreements that all third-party contract manufacturers and
processors produce drug substance and product in accordance with the FDA’s current Good Manufacturing
Practices and all other applicable laws and regulations. We maintain confidentiality agreements with potential
and existing manufacturers in order to protect our proprietary rights related to our marketed drug and drug
candidates.

For the preparation of compounds for preclinical development and for the manufacture of limited quantities
of drug substances for clinical development, we have used both in-house capabilities and the capabilities of our
collaborators, and we contract with third-party manufacturers. In the future, we expect to rely solely on our
collaborators and third-party manufacturers to manufacture drug substance and final drug products for both
clinical development and commercial sale.

Customers

Our net product sales are solely related to Vancocin. Our customers are wholesalers who then distribute the
product to pharmacies, hospitals and long term care facilities, among others. In 2006, three wholesalers
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represented 92% of our total net product sales. Since Vancocin is currently the only approved oral antibiotic used
to treat antibiotic-associated pseudomembranous colitis caused by an overgrowth of C. difficile in the colon, we
do not believe that the loss of any one of these wholesalers wouid have a material adverse effect on product sales
because product sales would shifi to other wholesalers or alternative forms of distribution. However, the loss of a
wholesaler could increase our dependence on a reduced number of wholesalers. Additionally, a change in an
agreement with a wholesaler could result in a material adverse effect on operating results.

Marketing and Sales

We have the exclusive right to market and sell Vancocin in the U.S. and its territories. Vancocin is
distributed through wholesalers that sell the product to pharmacies, hospitals, clinics and other facilities licensed
10 dispense prescription medications. In order to assist in the distribution of Vancocin in the U.S., we engaged
Cardinal Health PTS, LLC, or Cardinal, in January 2005 to manage our warehousing and inventory program and
to handle fulfillment of customer orders. Cardinal also provides us with order processing, shipping, collection
and invoicing services related to our product sales. We currently have a limited marketing staff and do not have a
sales staff. We focus on educational initiatives, including thought leader development, physician education, and
the rargeted education of health professionals, by utilizing a small number of regional medical science liaisons.
As of December 31, 2006, we have six members in our regional medical scientist team.

Under our agreement with GSK, we have the exclusive right to market and sell marnibavir for specific
indications throughout the world (other than Japan). Under our agreement with Wyeth, we have the right to
co-promote hepatitis C products arising from our collaboration in the U.S. and Canada. Under our agreement
with Schering-Plough, they have the exclusive right to market and sell pleconaril in the U.S. and Canada. The
success and commercialization of our hepatitis C product candidates depend in part on the performance of
Wyeth.

Schering-Plough has the exclusive right 1o develop and commercialize pleconaril in the U.S. and Canada,
thus the success and commercialization of pleconaril in those territories will depend entirely on the performance
of Schering-Plough. If we are successful in acquiring FDA approval of maribavir or any other product candidate
that we may acquire as a result of our business development efforts, we will need to build a commercial
marketing and sales capability. There is no assurance that our marketing efforts will be successful, that any of our
collaboration partners will be successful in commercializing the products that we have licensed to them, that our
partners will adequately perform their obligations as expected, or that any revenue would be derived from such
arrangements. In addition, there is no assurance that we will be able to build our own commercial marketing and
sales organization.

Patents and Proprietary Technology

We believe that patent protection and trade secret protection are important to our business and that our
future will depend, in part, on our ability to maintain our technology licenses, maintain trade secret protection,
obtain patents and operate without infringing the proprietary rights of others both in the U.S. and abroad. The last
core patent protecting Vancocin expired in 1996. In order to continue to obtain commercial benefits from
Vancocin, we will rely on product manufacturing trade secrets, know-how and related non-patent intellectual
property, and regulatory barriers to competitive products. We own two issued U.S. patents covering vancomycin
related technology. We have one issued U.S. patent describing compounds, compositions and methods for
treating respiratory syncytial virus (RSV) diseases. We have one issued non-U.S. patent that we co-own with
Wyeth describing compounds and methods for treating hepatitis C and related virus diseases, including a patent
application family that covers HCV-796 and claims related compounds, compositions and methods of use for the
treatment of HCV infections. We also own (either solely or jointly with collaborators) a nurnber of pending
patent applications in the U.S. relating to our business; we also have filed international, regional and non-U.S.
national patent applications in order to pursue patent protection in major foreign countries. Related patent
applications were filed under the Patent Cooperation Treaty (PCT), as well as other non-U.S. national and/or
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regional patent applications. These patent applications describe compounds and methods for treating hepatitis C
and related virus diseases, pestivirus diseases, RSV diseases and technology, compositions and methods for
identifying inhibitors of HCV, and related technology. We intend 1o seck patent protection on these inventions in
countries having significant market potential around the world on the basis of the PCT and related foreign filings.

As patent applications in the U.S. are maintained in secrecy until patents are issued (unless earlier
publication is required under applicable law or in connection with patents filed under the PCT) and as publication
of discoveries in the scientific or patent literature often lags behind the actual discoveries, we cannot be certain
that we or our licensors were the first to make the inventions described in each of these pending patent
applications or that we or our licensors were the first to file patent applications for such inventions. Furthermore,
the patent positions of biotechnology and pharmaceutical companies are highly uncertain and involve complex
legal and factual questions, and, therefore, the breadth of claims atlowed in biotechnology and pharmaceutical
patents or their enforceability cannot be predicted. We cannot be sure that any patents will issue from any of
these patent applications or, should any patents issue, that we will be provided with adequate protection against
potentially competitive products. Furthermore, we cannot be sure that should patents issue, they will be of
commercial value to us, or that private parties, including competitors, will not successfully challenge these
patents or circumvent our patent position in the U.S. or abroad. In the absence of adequate patent protection, our
business may be adversely affected by competitors who develop comparable technology or products.

Pursuant to the terms of the Uruguay Round Agreements Act, patents filed on or after June 8, 1995 have a
term of twenty years from the date of filing, irrespective of the period of time it may take for the patent to
ultimately issue. This may shorten the period of patent protection afforded to our products as patent applications
in the biopharmaceutical sector often take considerable time to issue. Under the Drug Price Competition and
Patent Term Restoration Act of 1984, a sponsor may obtain marketing exclusivity for a period of time following
FDA approval of certain drug applications, regardless of patent status, if the drug is a new chemical entity or if
new clinical studies were used to support the marketing application for the drug. Pursuant to the FDA
Modemization Act of 1997, this period of exclusivity can be extended if the applicant performs certain studies in
pediatric patients. This marketing exclusivity prevents a third party from obtaining FDA approval for a similar or
identical drug under an Abbreviated New Drug Application or a “505(b)(2)” New Drug Application.

The Drug Price Competition and Patent Term Restoration Act of 1984 also allows a patent owner to obtain
an extension of applicable patent terms for a period equal to one-half the period of time elapsed between the
filing of an Investigational New Drug Application, or IND, and the filing of the corresponding New Drug
Application, or NDA, plus the period of time between the filing of the NDA and FDA approval, with a five year
maximum patent extension. We cannot be sure that we will be able to take advantage of either the patent term
extension or marketing exclusivity provisions of this law,

In order to protect the confidentiality of our technology, including trade secrets and know-how and other
proprietary technical and business information, we require all of our employees, consultants, advisors and
collaborators to enter into confidentiality agreements that prohibit the use or disclosure of confidential
information. The agreements also oblige our employees, and to the extent practicable, our consultants, advisors
and collaborators, to assign to us ideas, developments, discoveries and inventions made by such persons in
connection with their work with us. We cannot be sure that these agreements will maintain confidentiality, will
prevent disclosure, or will protect our proprietary information or intellectual property, or that others will not
independently develop substantially equivalent proprietary information or intellectual property.

The pharmaceutical industry places considerable importance on obtaining patent and trade secret protection
for new technologies, products and processes. Our success depends, in part, on our ability to develop and
maintain a strong patent position for our products and technologies in clinical development, both in the U.S. and
in other countries. Litigation or other legal proceedings may be necessary to defend against claims of
infringement, to enforce our patents, or to protect our trade secrets, and could result in substantial cost 1o us and
diversion of our efforts. We intend to file applications as appropriate for patents describing the compaosition of
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matter of our drug candidates, the proprietary processes for producing such compositions, and the uses of our
products and drug candidates.

Government Regulation

The FDA and comparable regulatory agencies in state and local jurisdictions and in foreign countries
impose substantial requirements on the clinical development, manufacture, distribution and marketing of
pharmaceutical products. These agencies and other federal, state and local entities regulate research and
development activities and the testing, manufacture, processing, quality control, safety, effectiveness, labeling,
packaging, storage, handling, distribution, record keeping, approval, advertising, and promotion of our products.
All of our products will require FDA regulatory approval before commercialization. In particular, therapeutic
products for human use are subject to rigorous preclinical and clinical testing and other requirements of the
Federal Food, Drug, and Cosmetic Act, implemented by the FDA, as well as similar statutory and regulatory
requirements of foreign countries. Obtaining these marketing approvals and subsequently complying with
ongoing statutory and regulatory requirements is costly and time consuming. Any failure by us or our
collaborators, licensors or licensees to obtain or maintain, or any delay in obtaining, regulatory approval or in
complying with other requirements, could adversely affect the commercialization of products then being
developed by us and our ability to receive product or royalty revenues.

The steps required before a new drug product may be distributed commercially in the U.S. generally
nclude:

= conducting appropriate preclinical laboratory evaluations of the product’s chemistry, formulation and
stability, and animal studies to assess the potential safety and efficacy of the product;

*  submission to the FDA of an Investigational New Drug Application, including the results of preclinical
evaluations and tests, along with manufacturing information and analytical data;

*  obtaining approval of Institutional Review Boards, or IRB3, to introduce the drug into humans in
clinical studies:

»  conducting adequate and well-controlled human clinical trials that establish the safety and efficacy of
the drug product candidate for the intended use, typically in the following three sequential, or slightly
overlapping stages:

»  Phase : The drug is initially introduced into healthy human subjects or patients and tested for
safety, dose tolerance, absorption, metabolism, distribution, excretion and evidence of biological
activity;

»  Phase 2: The drug is studied in controlled, exploratory therapeutic trials in a limited number of
patients to identify possible adverse effects and safety risks, to determine dose tolerance and the
optimal effective dosage, and to collect initial efficacy data of the product for specific targeted
diseases or medical conditions;

= Phase 3: The drug is studied in an expanded, controlled patient population at multiple clinical
study sites to demonstrate efficacy and safety at the optimized dose by measuring a primary
endpoint established at the outset of the study;

= submitting the results of preliminary research, animal studies, and clinical siudies as well as chemistry,
manufacturing and controls information and patent certification information on the drug to the FDA in
a NDA;

« undergoing a successful FDA pre-approval inspection prior to approval of an NDA; and

«  obtaining FDA approval of the NDA prior to any commercial sale or shipment of the drug product.

This process generally takes a number of years and typically requires substantial financial resources, and we
cannot be certain that any approval will be granted on a timely basis, if at all. The results of preclinical studies
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and initial clinical trials are not necessarily predictive of the results from large-scale clinical trials, and all clinical
trials may be subject to additional costs, delays or modifications due to a number of factors, including the
difficulty in obtaining enough patients, clinical investigators, drug supply, or financial support, or because of
unforeseen adverse effects or efficacy issues. In addition, an independent IRB at each clinical site proposing to
conduct the clinical trials must review and approve each study protocol and oversee the conduct of the trial. The
FDA may also raise questions about the conduct of the trials as outlined in the IND and impose a clinical hold on
the trial. If a clinical hold is imposed, all of FDA’s concerns must be resolved before the trial may begin again.
Preclinical and clinical studies take several years to complete, and there is no gearantee that an IND we submit
will result in a submission of an NDA within any specific time period, if at all.

The FDA has issued regulations intended to expedite the approval process for the development, evaluation
and marketing of new therapeutic products intended to treat life-threatening or severely debilitating diseases,
especially where no alternative therapies exist. If applicable, these provisions may streamline the traditional
product development process in the U.S. Similarly, products that represent a substantial improvement over
existing therapies may be eligible for priority review and FDA approval time of six months. Nonetheless, even if
a product is eligible for these programs, or for priority review, approval may be denied or delayed by the FDA or
additional trials may be required. As a condition of approval FDA also can require further testing of the product
and monitoring of the effect of commercialized products, including the performance of tests to assess pediatric
safety and effectiveness of a pediatric formulation. The Agency has the power to prevent or limit further
marketing of a product based on the results of these post-approval commitments. Upon approval, a drug product
may be marketed only in those dosage forms and for those indications approved in the NDA.

Any products manufactured or distributed by us pursuant to FDA approval are subject to extensive
continuing post-approval regulation by the FDA, including record-keeping requirements, obligations to
investigate, analyze and report adverse experiences, and restrictions on advertising and promotional activities. In
addition to continued compliance with standard regulatory requirements, the FDA also may require post-
marketing testing and surveillance to monitor the safety and efficacy of the marketed product. Results of post-
marketing studies may limit or expand the further marketing of the products. If we propose any modifications to
a product, including changes in indication, manufacturing process, manufacturing facility or labeling, we may
need to submit a NDA supplement to the FDA, and will not be able to commercialize any product with these
modifications until FDA approval is received. Product approvals may be withdrawn if compliance with
regulatory requirements is not maintained or if problems concerning safety or efficacy of the product are
discovered following approval.

In addition to obtaining FDA approval for each indication to be treated with each product, each drug product
manufacturing establishment must register with the FDA, list its drug products with the FDA, comply with
current Good Manufacturing Practices (¢cGMPs) and undergo periodic inspections by the FDA.

In complying with the FDA’s cGMP regulations, manufacturers must continue to spend time, money and
effort on facilities and equipment, process control, recordkeeping, personnel training, quality control validation,
and auditing to ensure that the marketed product meets applicable specifications and other requirements. The
FDA periodically inspects drug product manufacturing facilities to ensure compliance with cGMPs. Failure to
comply with FDA requirements, including cGMPs, subjects the manufacturer to possible FDA enforcement
action, such as untitled letters, Warning Letters, suspensicn of manufacturing operations, seizure of the product,
voluntary or mandatory recall of a product, injunctive action, consent decrees and/or suspension or revocation of
product approval, as well as possible civil and criminal penalties. We currently rely on, and intend to continue to
rely on, third parties to manufacture our compounds and products. Such third parties will be required to comply
with FDA requirements, including ¢cGMPs. We cannot be certain that we, or our present or future suppliers or
third-party manufacturers, will be able to comply with all FDA regulatory requirements, and potential
consequences of non-compliance could have a material adverse impact on our business.

Products manufactured in the U.S. for distribution abroad will be subject to FDA regulations regarding
export, as well as the requirements of the country to which they are shipped. These latter requirements are likely
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to cover the conduct of clinical trials, the submission of marketing applications, and ali aspects of product
manufacture and marketing. Such requirements can vary significantly from country to country. As part of our
strategic relationships, our collaborators may be responsible for the foreign regulatory approval process of our
products, although we may be legally liable for noncompliance. Foreign establishments manufacturing drug
products for distribution in the U.S. also must register their establishments and list their products with the FDA,
and comply with cGMPs. They also are subject to periodic inspection by the FDA or by local authorities under
agreement with the FDA.

The FDA’s laws, regulations and policies may change, and additional governmental regulations or
requirements may be enacted that could delay, limit or restrict, or prevent regulatory approval of our products or
affect our ability to test, manufacture, market, or distribute our products following approval.

On December 8, 2003, the Medicare Prescription Drug, Improvement and Modernization Act (MMA) was
signed into law and provides outpatient prescription drug coverage to eligible Medicare beneficiaries. The
primary prescription drug benefit under the MMA, the new Medicare Part D coverage, began in January 2006.
The new Part D prescription drug benefit is administered regionally through Medicare-approved insurance plans,
The legislation allows for the importation of prescription drugs from Canada, but only if the Secretary of the U.S.
Department of Health and Human Services certifies to Congress that such importation would pose no additional
risk to the public’s health and safety and would result in significant reduction in the cost to customers, which the
Secretary thus far has not done. There can be no assurance that this certification requirement will be maintained
in future legislation or that the certification will continue to be withheld. The impact could alse be negative over
the intermediate and longer term for our business generally as greater federal involvement and budget consiraints
may increase the likelihood of additional pricing pressures or controls in the future.

Federal and state governments also have pursued direct methods to reduce the cost of drugs for which they
pay. We participate in state government-managed Medicaid programs as well as certain other qualifying federal
and state government programs whereby discounts and mandatory rebates are provided to participating state and
local government entities. We also participate in other programs with government entities, the most significant of
which are the U.S. Department of Defense and the U.S. Department of Veterans Affairs. These entities receive
minimum discounts based off a defined “non-federal average manufacturer price™ for purchases. Additional
programs tn which we participate provide mandatory discounts for outpatient medicines purchased by certain
Public Health Service entities and “disproportionate share” hospitals (hospitals meeting certain criteria regarding
the percentage of needy population served).

Our operations are also subject to federal and state anti-kickback laws. Certain provisions of the Social
Security Act prohibit entities such as us from knowingly and willingly offering, paying, soliciting or receiving
any form of remuneration (including any kickbacks, bribe or rebate) in return for the referral of items or services
for which payment may be made under a federal health care program, or in return for the recommendation,
arrangement, purchase, lease or order of items or services for which payment may be made under a federal health
care program. Violation of the federal anti-kickback law is a felony, punishable by criminai fines and
imprisonment for up to five years or both. In addition, the Department of Health and Human Services may
impose civil penalties and exclude violators from participation in federal health care programs such as Medicare
and Medicaid. Many states have adopted similar prohibitions against payments intended to induce referrals of
products or services paid by Medicaid or other third party payors. Several states have also enacted laws requiring
recordkeeping, compliance requirements, and reporting of gifis and other value given to healthcare providers.
Because of the far-reaching nature of these laws, there can be no assurance that the occurrence of one or more
violations of these laws would not result in a material adverse effect on our business, financial condition and
results of operations.

We are also subject to various other federal. state and local laws, rules, regulations and policies relating to
safe working conditions, clinical, laboratory and manufacturing practices, environmental protection, the
experimental use of animals and the use and disposal of hazardous or potentially hazardous substances, including
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radioactive compounds and infectious disease agents, previously used in connection with our research work.
Although we believe that our safety procedures for handling and disposing of such materials comply with current
federal, state and local laws, rules, regulations and policies, the risk of accidental injury or contamination from
these materials cannot be entirely eliminated. We may also incur significant costs to comply with such laws and
regulations now and in the future, and the failure to comply may have a material adverse impact on our business.

Moreover, we anticipate that Congress, state legislatures and the private sector will continue to review and
assess controls on health care spending. Any such proposed or actual changes could cause us or our collaborators
to limit or eliminate spending on development projects and may otherwise affect us. We cannot predict the
likelihood, nature, or extent of adverse governmental regulation that might result from future legislative or
administrative action, either in the U.S. or abroad. Additionally, in both domestic and foreign markets, sales of
our proposed products will depend, in part, upon the availability of reimbursement from third-party payors, such
as government health administration authorities, managed care providers, private health insurers and other
organizations. Significant uncertainty often exists as to the reimbursement status of newly approved health care
products. In addition, third-party payors are increasingly challenging the price and cost effectiveness of medical
products and services. There can be no assurance that our proposed products will be considered cost-effective or
that adequate third-party reimbursement will be available 10 enable us to maintain price levels sufficient to
realize an appropriate return on our investment in product research and development.

In the United States, the Orphan Drug Act provides incentives to drug manufacturers to develop and
manufacture drugs for the treatment of rare diseases, currently defined as diseases that affect fewer than 200,000
individuals in the United States, or for a disease that affects more than 200,000 individuals in the United States,
where the sponsor does not realistically anticipate its product becoming profitable. The FDA has granted
maribavir orphan drug status for prevention of cytomegalovirus (CMV) viremia and disease in the populations
at-risk. Under the Orphan Drug Act, a manufacturer of a designated orphan product can seek certain tax benefits,
and the holder of the first FDA approval of a designated orphan product will be granted a seven-year period of
marketing exclusivity for that product for the orphan indication. While the marketing exclusivity of an orphan
drug would prevent other sponsors from obtaining approval of the same drug compound for the same indication
unless the subsequent sponsors could demonstrate clinical superiority or a market shortage occurs, it would not
prevent other sponsors from obtaining approval of the same compound for other indications or the use of other
types of drugs for the same use as the orphan drug. The U.S. Congress has considered, and may consider in the
future, legislation that would restrict the duration or scope of the market exclusivity of an orphan drug and, thus,
we cannot be sure that the benefits of the existing statute will remain in effect. Additionally, we cannot be sure
that other governmental regulations applicable to our products will not change.

Legislation similar to the Orphan Drug Act has been enacted in other countries outside of the United States,
including the European Union. The orphan legislation in the European Union is available for therapies addressing
conditions that affect five or fewer out of 10,000 persons. The market exclusivity period is for ten years, although
that period can be reduced to six years if, at the end of the fifth year, available evidence establishes that the
product is sufficiently profitable not to justify maintenance of market exclusivity.

Competition

The last core patent protecting Vancocin expired in 1996. As a result, there is a potenuial for significant
competition from generic products that treat the same conditions addressed by Vancocin, Such competition could
result in a significant reduction in sales of Vancocin. We believe that regulatory hurdles (notwithstanding the
recent actions taken by the OGD, described below), as well as product manufacturing trade secrets, know-how
and related non-patent intellectual property may present barriers to market entry of generic competition.
However, there can be no assurance that these barriers will actually delay or prevent generic compelition.

On March 17, 2006, we learned that the OGD changed its appreach regarding the conditions that must be
met in order for a generic drug applicant to request a waiver of in-vivo bioequivalence testing for copies of
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Vancocin. We are opposing this attempt. However, in the event this change in approach remains in effect, the
time period in which a generic competitor may enter the market would be reduced and multiple generics may
enter the market, which would materially impact our operating results, cash flows and asset valuations.

Vancocin sales for treatment of antibiotic-associated pseudomembranous colitis caused by C. difficile have
increased over the past 12 months; however, Vancocin’s share of the U.S. market for this indication may
decrease due to competitive forces and market dynamics. Metronidazole, a generic product, is regularly
prescribed to treat CDAD at costs which are substantially lower than for Vancocin. In addition, products which
are currently marketed for other indications by other companies may also be prescribed to treat this indication.

Stem cell / bone marrow and solid organ transplant patients at risk for CMV infection or with active CMV
disease are most likely to receive ganciclovir or valganciclovir (prodrug of ganciclovir), each of which were
developed and are marketed by F. Hoffmann-La Roche. Ganciclovir and valganciclovir are associated with the
adverse effect of neutropenia, which may limit their use in certain patients. Foscarnet (AstraZeneca) and cidofvir
{Gilead Sciences) may also be used to treat active CMV infections in certain patient populations such as
neutropenic patients, patients with ganciclovir-resistant CMYV infection, or patients for whom ganciclovir is
otherwise contraindicated. However, use of either foscamet or cidofovir is limited by the side effect of renal
toxicity. Other broad-spectrum antiviral agents including valaciclovir and acyclovir (GSK) are marketed in
several countries, and may also be used for the prevention of CMYV infection in some patients. Additionally, we
believe that there is at least one vaccine product in early-phase clinical trials. The objective of the maribavir
clinical program is to demonstrate that maribavir is at least as efficacious as the currently existing treatments
with a better safety profile.

The most commonly used treatments for HCV are alfa-interferon products, alone or in combination with
ribavirin. There are a number of products in clinical development including immunomodulators and specific
inhibitors of HCV, making this a highly competitive field of clinical research or treatment. There currently are no
approved antiviral agents directed specifically against HCV and no vaccines for prevention of HCV infection,
although several companies, in addition to Wyeth and us, are working on developing such products.
Approximately 50% of treatment-naive patients who receive full courses of currently available therapies achieve
a sustained virologic response. There are several interferon products available worldwide, but there are
substantial limitations to the use of these products when given as monotherapy or in conjunction with ribavirin in
the treatment of chronic HCV infection. These include poor treatment response in patients infected with
particular genotypes of the virus and significant side effects that can lead to discontinuation of therapy in
approximately 20% of patients with a significant number of patients for whom either interferon, ribavirin or both
are contraindicated. We believe that this is an underserved market and are working with Wyeth toward advancing
a specific antiviral product candidate for treatment of HCV. We believe that in the future, as new antiviral agents
become available, patients with HCV will likely be treated with various combination therapies analogous to the
treatment paradigm for HIV. Such combinations of antiviral agents could include non-nucleoside polymerase
inhibitors, such as HCV-796, protease inhibitors and nucleoside polymerase inhibitors, all with or without
interferon therapy. As a result, we believe HCV-796 may be complementary to certain other antiviral agents.

In addition to approved products, other companies are developing treatments for infectious diseases,
including compounds in preclinical and clinical development for C. difficile, CMV, HCV and rhinovirus
infections. These companies include both public and private entities, including well-known, large pharmaceutical
companies, chemical companies, bictechnology companies and research institutions. For example, Genzyme
Corporation, Oscient Pharmaceuticals, Salix Pharmaceuticals and Optimer Pharmaceuticals have clinical
development programs with therapeutic agents for the treatment of C. difficile associated disease that could be
found to have competitive advantages over Vancocin. Approval of new products, or expanded use of currently
available products, to treat CDAD, and particularly severe disease caused by C. difficile infection, could
materially and adversely affect our sales of Vancocin. We believe that there is at least one vaccine product in
clinical trials for the prevention of CMV infection. In addition, several other companies, including ldenix, Roche,
Vertex and Schering-Plough, are developing compounds to treat hepatitis C. Developments by these or other
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entities may render our products under development non-competitive or obsolete. Qur ability to compete
successfully will be based on our ability to:

+  develop proprietary products;

¢ anract and retain scientific personnel;

*  obtain patent or other protection for our products;

+  obtain required regulatory approvals; and

*  manufacture and successfully market our products either alone or through outside parties.

We intend to evaluate in-licensing or other opportunities to acquire products in development, or those that
are currently on the market. We plan to seek products for diseases treated by physician specialists and in hospital
settings to complement the markets that we hope our CMV and HCV programs will serve or in which Vancocin
is prescribed. We will face intense competition in acquiring products to expand our product portfolio. Many of

the companies and institutions that we will compete with in acquiring products to expand our product portfolio
have substantially greater capital resources, research and development staffs and facilities than we have.

Many of our competitors have substantially greater financial, research and development, manufacturing,
marketing and human resources and greater experience in product discovery, development, clinical trial
management, FDA regulatory review, manufacturing and marketing than we do.

Employees

As of February 23, 2007, we had 67 employees and we are currently seeking to fill certain additional
positions. A significant number of our management and professional employees have had prior experience with
pharmaceutical, biotechnology or medical products companies. None of our employees are covered by collective
bargaining agreements. We believe that we have been successful in attracting skilled and experienced personnel;
however, competition for such personnel is intense. We believe that our relations with our employees are good.

Legal Proceedings

We are currently not involved in any material litigation.

Executive Officers

Name E Position

Michelde Rosen . ......... ... .. ... .. ..coun... 56  President, Chief Executive Officer and Chairman
of the Board of Directors

Colin Broom, M.D. ... ... .. ... 51  Vice President, Chief Scientific Officer

ThomasF.Doyle .......... ... ... . ...... 46  Vice President, General Counsel and Secretary

Vincemt I. Milano ............................ 43 Vice President, Chief Operating Officer, Chief
Financial Officer and Treasurer

Daniel B.Soland ................. ... . oo.t. 48  Vice President, Chicf Commercial Officer

Michel de Rosen has served as our Chairman of the Board of Directors since September 2002, President and
Chief Executive Officer since August 2000, and as a director since May 2000. From 1993 to 1999, Mr. de Rosen
held several key positions in Rhone-Poulenc Pharma and Rhone-Poulenc Rorer (now Sanofi-Aventis), including
Chief Executive Officer from May 1995 until December 1999, and Chairman and CEO from 1996 to 1999.

Mr. de Rosen began his career at the French Ministry of Finance and subsequently served in several leading
government positions. Mr, de Rosen also served in various executive roles in industry prior to 1993, Mr, de
Rosen holds a MBA from the Ecole des Hautes Etudes Commerciales in France. Mr. de Rosen also is a director
of ABB Ltd and Endo Pharmaceuticals.
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Colin Broom, M.D. has served as Vice President, Chief Scientific Officer of ViroPharma since May 2004,
From 2000 until December 2003, Dr. Broom served as Vice President of Clinical Development and Medical
Affairs, Europe, for Amgen Inc. From 1998 to 1999, Dr. Broom served as Senior Vice President of Global
Clinical Development for Hoechst Marion Roussel, now Sanofi-Aventis. From 1987 until 1998 Dr. Broom held
positions of increasing seniority in clinical pharmacology at SmithKline Beecham in Europe before moving to
the U.S. to head global oncology and subsequently becoming Vice President of CNS/GIL. From 1984 through
1987, Dr. Broom was a research physician with Glaxo Group Research Ltd. Dr. Broom holds a Bachelor of
Science degree in pharmacology from University College London, and a Bachelor of Medicine and Bachelor of
Surgery degree from St. George’s Hospital Medical School. Dr. Broom is a Member of the Royal College of
Physicians and a Fellow of the Faculty of Pharmaceutical Medicine of the UK Colleges of Physicians.

Thomas F. Doyle has served as Vice President, General Counsel of ViroPharma since November 1997, as
Secretary since February 1997 and as Executive Director, Counsel since joining ViroPharma in November 1996.
From 1990 until 1996, Mr. Doyle was a corporate attorney with the law firm of Pepper Hamilton LLP. Mr. Doyle
received his J.D. from Temple University School of Law. Prior to attending Temple University, Mr. Doyle was a
Certified Public Accountant. Mr. Doyle received his B.S. in Accounting from Mt. S1. Mary’s College.

Vincent J. Milano has served as Chief Operating Officer since January 2006, as Vice President, Chief
Financial Officer of ViroPharma since November 1997, as Vice President, Finance & Administration since
February 1997, as Treasurer since July 1996, and as Executive Director, Finance & Administration from April
1996 until February 1997. From 1985 until 1996, Mr. Milano was with KPMG LLP, where he was Senior
Manager since 1991. Mr. Milano received his B.S. in Accounting from Rider College. Mr. Milano also is a
director of VerticaiNet, Inc.

Daniel B. Soland has served as Vice President, Chief Commercial Officer since November 2006. From
February 2005 until June 2006, Mr, Soland served as President of Chiron Vaccines. From March 2003 until
February 2005, Mr. Soland was president and chief executive officer at Epigenesis Pharmaceuticals, a privately
held biopharmaceutical company. Prior to that, Mr. Soland spent nine years with GlaxoSmithKiine as the vice
president and director of worldwide marketing operations, and five years as GSK's vice president and director of
the U.S. vaccines business unit. Mr. Soland holds a Bachelor of Science degree in pharmacy from the University
of lowa, in lowa City, IA.

Available Information

Our Internet website is www.viropharma.com and you may find our SEC filings on the “Investors” page of
that website. We provide access to all of our filings with the SEC, free of charge, as soon as reascnably
practicable after filing with the SEC on such site. Our Internet website and the information contained on that
website, or accessible from our website, is not intended to be incorporated into this Annval Report on Form 10-K
or any other filings we make with the SEC.

ITEM 1A. RISK FACTORS

You should carefully consider the risk factors described below and all other information contained or
incorporated by reference in this Annual Report on Form 10-K before you make an investment decision. If any of
the following risk factors, as well as other risks and uncertainties that are not currently known to us or that we
currently believe are not material, actually occur, our business, financial condition, results of operations and
liguidity could be materially and adversely affected. In that case, the trading price of our common stock could
decline, and vou may lose part or all of your investment.

We depend heavily on the continued sales of Vancocin.

If revenue from Vancocin materially declines, our financial condition and results of operations will be
materially harmed because, other than potential royalties and milestone payments, sales of Vancocin may be our
only source of revenue for at least the next several years.
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Vancocin product sales could be adversely affected by a number of factors, including:

¢ the development and approval of competitive generic versions of oral Vancocin, approval of products
which are currently marketed for other indications by other companies or new pharmaceuticals and
technological advances to treat the conditions addressed by Vancocin,

«  manufacturing or supply interruptions, including, difficulties encountered in qualifying a third party
supply chain, which could impair our ability to acquire an adequate supply of Vancocin to meet
demand for the product;

»  changes in the prescribing or procedural practices of physicians in the areas of infectious disease,
gastroenterology and internal medicine, including off-label prescribing of other products;

¢ decreases in the rate of infections for which Vancocin is prescribed;

. decrease in the sensitivity of the relevant bacterium to Vancocin;

«  changes in terms required by wholesalers, including “fee-for-service” contracts;
*  marketing or pricing actions by one or more of our competitors;

= our ability to maintain all necessary contracts or obtain all necessary rights under applicable federal
and state rules and regulations;

»  the approval of legislative proposals that would authorize re-importation of Vancocin into the U.S.
from other countries;

»  regulatory action by the FDA and other government regulatory agencies;
= changes in the reimbursement or substitution policies of third-party payors or retail pharmacies; and

= product liability claims.

We cannot assure you that revenues from the sale of Vancocin will remain at or above current levels or achieve
the level of net product sales that we expect. A decrease in sales of Vancocin could result in our inability to
maintain profitability and could have a material adverse effect on our business, financial condition, results of
operations and liquidity,

Core patent protection for Vancocin has expired, which could result in significant competition from
generic products and lead to a significant reduction in sales of Vancocin.

The last core patent protecting Vancocin expired in 1996. As a result, there is a potential for significant
competition from generic products that treat the same conditions addressed by Vancocin. Such competition could
result in a significant reduction in sales of Vancocin. We believe that regulatory hurdles (notwithstanding the
recent actions taken by the FDA's Office of Generic Drugs, Center for Drug Evaluation and Research (*OGD”),
which we describe in more detail below and which we are vigorously opposing), as well as product
manufacturing trade secrets, know-how and related non-patent intellectual property, may present barriers to
market entry of generic competition. However, there can be no assurance that these barriers will actually delay or
prevent generic competition. The effectiveness of these non-patent-related barriers to competition will depend
primarily upon:

+  the current or future regulatory approval requirements for any generic applicant.
»  the complexities of the manufacturing process for a competitive product;

+  the nature of the market which Vancocin serves and the position of Vancocin in the market from time
to time;

. the growth of the market which Vancocin serves; and

*  our ability to protect Vancocin know-how as a trade secret,
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We cannot assure you that generic competitors will not take advantage of the absence of patent protection
for Vancocin to attempt to develop a competing product. We have become aware of information suggesting that
other potential competitors are attempting to develop a competing generic product. We are not able to predict the
time period in which a generic drug may enter the market, as this timing will be affected by a number of factors,
including:

»  whether an in-vitro method of demonstrating bicequivalence is available to an applicant to gain
marketing approval by the FDA in lieu of performing clinical studies;

»  the nature of any clinical trials which are required, if any;
+  whether a generic drug application is afforded an accelerated review time by the FDA,;
*  the specific formulation of drug for which approval is being sought; and

*  the time required to develop appropriate manufacturing procedures.

On March 17, 2006, we learned that the OGD changed its approach regarding the conditions that must be
met in order for a generic drug applicant to request a waiver of in-vivo bicequivalence testing for vancomycin
hydrochloride capsules. Specifically, we were informed that a generic applicant may be able to request such a
waiver provided that dissolution testing demonstrates that the test product is rapidly dissolving at certain
specified conditions. This deviates from our understanding of OGD’s historical practices which would require,
for a poorly-absorbed, locally acting gastrointestinal drug (such as Vancocin) a demonstration of bioequivalence
through clinical studies or a demonstration of bioequivalence using an appropriately validated in-vivo
methodology.

On March 17, 2006 we filed a Petition for Stay of Action with the FDA regarding the requirements for
waivers of in-vivo bioequivalence testing for Vancocin, and we amended that petition on March 30, 2006. In
May 2006 and June 2006 we made additional filings in support of our opposition to any approach that does not
require rigorous scientific methods to demonstrate a rate and extent of drug release to the site of action consistent
with good medicine and science. In the event the OGD’s revised approach regarding the conditions that must be
met in order for a generic drug applicant to request a waiver of in-vitro bioequivalence testing for Vancocin
remains in effect, the time period in which a generic competitor may enter the market would be reduced.

If a generic competitor were to formulate a competing product that was approved by the FDA and that
gained market acceptance, it would have a material adverse effect on our sales of Vancocin and on our business.

We do not know whether Vancocin will continue to he competitive in the markets which it serves.

We currently generate revenues from sales of Vancocin in the U.S. for the treatment of antibiotic-associated
pseudomembranous colitis caused by Clostridium difficile, or C. difficile, and enterocolitis caused by S. aureus,
including methicillin-resistant strains. Vancocin sales for treatment of antibiotic-associated pseudomembranous
colitis caused by C. difficile have increased over the past 12 months; however, Vancocin’s share of the U.S.
market for this indication may decrease due to competitive forces and market dynamics, including an increase in
the oral use of intravenous vancomycin. Metronidazole, a generic product, is regularly prescribed to treat CDAD
at costs which are substantially lower than for Vancocin. In addition, products which are currently marketed for
other indications by other companies may also be prescribed to treat this indication. Other drugs that are in
development by our competitors, including Genzyme Corporation, Oscient Pharmaceuticals, Salix
Pharmaceuticals and Optimer Pharmaceuticals, could be found to have competitive advantages over Vancocin.
Approval of new products, or expanded use of currently available products, to treat CDAD, and particularly
severe disease caused by C. difficile infection, could materially and adversely affect our sales of Vancocin.

We rely on a single third party to perform the distribution and logistics services for Vancocin.

We rely on a single third party to provide all necessary distribution and logistics services with respect to our
sales of Vancocin, including warehousing of finished product, accounts receivable management, billing,
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collection and recordkeeping. If our third party ceases to be able to provide us with these services, or does not
provide these services in a timely or professional manner, it could significantly disrupt our commercial
operations, and may result in our not achieving the sales of Vancocin that we expect. Additionally, any
interruption to these services could cause a delay in delivering product to our customers, which could have a
material adverse effect on our business.

The third party service provider stores and distributes our products from a single warehouse located in the
central U.S. A disaster occurring at or near this facility could materially and adversely impact cur ability to
supply Vancocin to our wholesalers which would result in a reduction in revenues from sales of Vancocin.

Our sales are mainly to a limited number of pharmaceutical wholesalers, and changes in terms required
by these wholesalers or disruptions in these relationships could result in us not achieving the sales of
Vancocin that we expect.

Approximately 90% of our Vancocin sales are to the three largest pharmaceutical wholesalers. I any of
these wholesalers ceases to purchase our product for any reason, then unless and until the remaining wholesalers
increase their purchases of Vancocin or alternative distribution channels are established:

= our commercial operations could be significantly disrupted;
«  the availability of Vancocin to patients could be disrupted; and

*  we may not achieve the sales of Vancocin that we expect, which could decrease our revenues and
potentially affect our ability to maintain profitability.

We are aware that wholesalers have, in the past, entered into fee-for-service agreements with
pharmaceutical companies in connection with the distribution of their products. Although we do not currently
have such agreements in place with our wholesalers, our entering into fee-for-service arrangements with
wholesalers could result in higher costs to us and adversely affect our product margins. Additionally, we do not
require collateral from our wholesalers but rather maintain credit limits and as a result we have an exposure Lo
credit risk in our accounts receivable. The highest account receivable we have experienced from any one
wholesaler was approximately $13 million and we anticipate that this amount could increase if Vancocin sales
continue to increase. While we have experienced prompt payment by wholesalers and have not had any defaults
on payments owed, a default by a large wholesaler could have a material adverse effect on our earnings.

If our supplies of Vancocin API or finished product or any other approved products are interrupted or if
we are unable to acquire adequate supplies of Vancocin or any other approved products to meet increasing
demand for the products, our ability to maintain our inventory levels could suffer and future revenues
may be delayed or reduced.

We attempt to maintain Vancocin inventory levels to meet our current projections, plus a reasonable stock
in excess of those projections. Any interruption in the supply of Vancocin finished products could hinder our
ability to timely distribute Vancocin and satisfy customer demand. If we are unable to obtain adequate product
supplies to satisfy our customers’ orders, we may lose those orders, our customers may cancel other orders, and
they may choose instead to stock and purchase competing products. This in turn could cause a loss of cur market
share and negatively affect our revenues. Supply interruptions may occur and our inventory may not always be
adequate. We ceased purchasing Vancocin capsules from Lilly in July 2006. In December 2005, we entered into
agreemenis with OSG Norwich for the manufacture of finished product and in March 2006 we received the
required regulatory approvals for the Vancocin finished product manufactured by OSG Norwich. In April 2006
we entered a supply agreement with the API manufacturer to act as our new source of Vancocin APL and we also
entered into an additional manufacturing agreement with OSG Norwich relating to a scaled-up manufacturing
process. We commenced purchasing all Vancocin API and finished goods to satisfy our needs from these parties
during the second quarter of 2006. However, we cannot assure you that there will be no disruption in the
availability of sufficient supply to meet the demand for Vancocin.
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Our third party API supplier and finished product supplier are the only manufacturers qualified by the FDA
to manufacture APl and Vancocin capsule finished product for distribution and sale in the U.S. We are therefore
dependent upon one API supplicr and one finished product supplier.

Numerous factors could cause interruptions in the supply of our Vancocin finished products or other
approved products, including manufacturing capacity limitations, changes in our sources for manufacturing, our
failure to timely locate and obtain replacement manufacturers as needed and conditions affecting the cost and
availability of raw materials. Lilty experienced a supply interruption during 2002 due to changes in quality
standards for Vancocin and its components and there is no assurance that we will not experience similar or
dissimilar supply interruptions. In addition, any commercial dispute with any of our suppliers could result in
detays in the manufacture of our product, and affect our ability to commercialize our products.

We cannot be certain that manufacturing sources will continue to be available or that we can continue to
out-source the manufacturing of our products on reasonable or acceptable terms. Any loss of a manufacturer or
any difficulties that could arise in the manufacturing process could significantly affect our inventories and supply
of products available for sale. 1f we are unable to supply sufficient amounts of our products on a timely basis, our
market share could decrease and, correspondingly, our revenues would decrease.

We maintain business interruption insurance which could mitigate some of our loss of income in the event
of certain covered interruptions of supply. However, this insurance coverage is unlikely to completely mitigate
the harm to our business from the interruption of the manufacturing of products. The loss of 2 manufacturer
could still have a negative effect on our sales, margins and market share, as well as our overall business and
financial results.

We currently depend, and will in the future continue to depend, on third parties to manufacture our
products, including Yancocin and our product candidates. If these manufacturers fail to meet our
requirements and the requirements of regulatory authorities, our future revenues may he materially
adversely affected.

We do not have the internal capability to manufacture commercial quantities of pharmaceutical products
under the FDA’s current Good Manufacturing Practice regulations, or cGMPs. [n order to continue to develop
products, apply for regulatory approvals and commercialize our products, we will need to contract with third
parties thal have, or otherwise develop, the necessary manufacturing capabilities,

There are a limited number of manufacturers that operate under cGMPs that are capable of manufacturing
our products and product candidates. If we are unable to enter into supply and processing contracts with any of
these manufacturers or processors for our development stage product candidates, there may be additional costs
and delays in the development and commercialization of these product candidates. If we are required 1o find an
additional or alternative source of supply, there may be additional costs and delays in the development or
commercialization of our product candidates. Additionally, the FDA inspects all commercial manufacturing
facilities before approving a new drug application, or NDA, for a drug manufactured at those sites. If any of our
manufacturers or processors fails o pass this FDA inspection, the approval and eventual commercialization of
our products and product candidates may be delayed.

All of our contract manufacturers must comply with the applicable ¢cGMPs, which include quality control
and quality assurance requirements as well as the corresponding maintenance of records and documentation. If
our contract manufacturers do not comply with the applicable ¢cGMPs and other FDA regulatory requirements,
the availability of marketed products for sale could be reduced, our product commercialization could be delayed
or subject 1o restrictions, we may be unable to meet demand for our products and may lose potential revenue and
we could suffer delays in the progress of clinical trials for products under development. We do not have control
over our third-party manufacturers’ compliance with these regulations and standards. Moreover, while we may
choose to manufacture products in the future, we have no experience in the manufacture of pharmaceutical
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products for clinical trials or commercial purposes. If we decide to manufacture products, we would be subject to
the regulatory requirements described above. In addition, we would require substantial additional capital and
would be subject to delays or difficulties encountered in manufacturing pharmaceutical products. No matter who
manufactures the product, we will be subject to continuing obligations regarding the submission of safety reports
and other post-market information.

If we encounter delays or difficulties with contract manufacturers, packagers or distributors, market
introduction and subsequent sales of our products could be delayed. If we change the source or location of supply
or modify the manufacturing process, FDA and other regulatory authorities will require us to demonstrate that
the product produced by the new source or location or from the modified process is equivalent to the product
used in any clinical trials that were conducted. If we are unable to demonstrate this equivalence, we will be
unable to manufacture products from the new source or location of supply, or use the modified process, we may
incur substantial expenses in order to ensure equivalence, and it may harm our ability to generate revenues.

If we, or our manufacturers, are unable to obtain raw and intermediate materials needed to manufacture
our products in sufficient amounts or on acceptable terms, we will incur significant costs and sales of our
products would be delayed or reduced.

We, or the manufacturers with whom we contract, may not be able to maintain adequate relationships with
current or future suppliers of raw or intermediate materials for use in manufacturing our products or product
candidates. If our current manufacturing sources and suppliers are unable or unwilling to make these materials
available to us, or our manufacturers, in required quantities or on acceptable terms, we would likely incur
significant costs and delays to qualify alternative manufacturing sources and suppliers. If we are unable to
identify and contract with aliernative manufacturers when needed, sales of our products would be delayed or
reduced and will result in significant additional costs.

Our future product revenues from sales of Vancocin could be reduced by imports from countries where
Vancocin is available at lower prices.

Vancocin has been approved for sale outside of the U.S., including but not limited to Canada, Brazil and
Europe, and Lilly or its licensees will continue to market Vancocin outside of the U.S. There have been cases in
which pharmaceutical products were sold at steeply discounted prices in markets outside the U.S. and then
imported 10 the United States where they could be resold at prices higher than the original discounted price, but
lower than the prices commercially available in the U.S. If this happens with Vancocin our revenues would be
adversely affected. Additionally, there are non-U.S., [nternet-based companies supplying Vancocin directly to
patients at significantly reduced prices.

In recent years, various legislative proposals have been offered in the U.S. Congress and in some state
legislatures that would authorize re-importation of pharmaceutical products into the U.S. from other countries
including Canada. We cannot predict the cutcome of such initiatives, which if adopted, could result in increased
competition for our products and lower prices.

Orders for Yancocin may fluctuate depending on the inventory levels held by our major customers.
Significant increases and decreases in orders from our major customers could cause our operating results
to vary significantly from quarter to quarter.

Our customers for Vancocin include some of the nation’s leading wholesale pharmaceutical distributors. We
attempt to monitor wholesaler inventory of our products using a combination of methods, including tracking
prescriptions filled at the pharmacy level to determine inventory amounts sold from the wholesalers to their
customers. In addition, during the second quarter of 2006, we began receiving inventory data from two of our
three largest wholesalers. We do not independently verify this data. However, our estimates of wholesaler
inventories may differ significantly from actual inventory levels. We may not be able to continue to receive
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inventory data from the wholesalers in the future. In the event we are no longer able to receive inventory data
from the wholesalers, we will have to rely on other methods of estimating the levels of inventory held by
wholesalers which may be less accurate than receiving the data directly from wholesalers. Significant differences
between actual and estimated inventory levels may result in excessive inventory production, inadequate supplies
of products in distribution channels, insufficient or excess product available at the retail level, and unexpected
increases or decreases in orders from our major customers. Forward-buying by wholesalers, for example, may
result in significant and unexpected changes in customer orders from quarter to quarter. These changes may
cause our revenues to fluctuate significantly from quarter to quarter, and in some cases may cause our operating
results for a particular quarter 1o be below our expectations or projections. If our financial results are below
expectations for a particular period, the market price of our securities may drop significantly.

Historically, Vancocin has been subject to limitations on the amount of payment and reimbursement
available to patients from third party payors. :

Historically, only a portion of the cost of Vancocin prescriptions is paid for or reimbursed by managed care
organizations, government and other third-party payors. This reimbursement policy makes Vancocin less
attractive, from a net-cost perspective, to patients and, to a lesser degree, prescribing physicians. For example,
metronidazole, a drug frequently prescribed for CDAD, is significantly less expensive than Vancocin. If adequate
reimbursement levels are not provided for Vancocin, or if reimbursement policies increasingly favor other
products, our market share and gross product margins could be negatively affected, as could our overall business
and financial condition.

Our long-term success depends upon our ahility to develop, receive regulatory approval for and
commercialize drug product candidates and if we are not successful, our ability to generate revenues from
the commercialization and sale of products resulting from our product candidates will be limited.

All of our drug candidates will require governmental approvals prior to commerciatization. We have not
completed the development of or received regulatory approval to commercialize any of our existing product
candidates. Qur failure to develop, receive regulatory approvals for and commercialize our development stage
product candidates successfully will prevent us from generating revenues from the sale of products resulting
from our product candidates. Our product candidates are in the development stage and may not be shown to be
safe or effective. We initiated our phase 3 program for maribavir in September 2006 and our phase 2 program
with Wyeth for HCV-796 in October 2006. While our phase 2 data for maribavir and phase 1b data for HCV-796
were positive, these drug product candidates will require significant additional development efforts and
regulatory approvals prior to any commercialization. The primary end point for our phase 3 studies with
maribavir is different than the end point used in our phase 2 stem cell transplant study. Moreover, we expect to
initiate an additional phase 3 study in liver transplant patients, a population that we have never studied. Larger
clinical trials will be required in order to achieve regulatory approvals for HCV-796. The results of these
additional studies of maribavir and HCV-796 may be inconsistent with the results from previous studies and may
not support further clinical development. We cannot be certain that our efforts and the efforts of our partners in
this regard will lead to commercially viable products. Negative, inconclusive or inconsistent clinical trial results
could prevent regulatory approval, increase the cost and timing of regulatory approval, cause us to perform
additional studies or to fiie for a narrower indication than planned. We do not know what the final cost to
manufacture product candidates in commercial quantities will be, or the dose required to treat patients and,
consequently, what the total cost of goods for a treatment regimen will be,

If we are unable to successfully develop our product candidates, we will not have a source of revenue other
than Vancocin. Moreover, the failure of one or more of our product candidates in clinical development could
harm our ability to raise additional capital.

The development of any of our product candidates is subject to many risks, including that:

. the product candidate is found to be ineffective or unsafe;
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= the clinical test results for the product candidate delay or prevent regulatory approval;

«  the FDA forbids us to initiate or continue testing of the product candidates in human clinical trials;
»  the product candidate cannot be developed into a commercially viable product,

+  the product candidate is difficult and/or costly to manufacture;

+  the product candidate later is discovered to cause adverse effects that prevent widespread use, require
withdrawal from the market, or serve as the basis for product liability claims;

+  third party competitors hold proprietary rights that preclude us from marketing the product candidate;
and

«  third pany competitors market a more clinically effective, safer, or more cost-effective product.

Even if we believe that the clinical data demonstrates the safety and efficacy of a product candidate,
regulators may disagree with us, which could delay, limit or prevent the approval of such product candidate. As a
result, we may not obtain regulatory approval, or even if a product is approved, we may not obtain the labeling
claims we believe are necessary or desirable for the promotion of the product. In addition, regulatory approval
may take longer than we expect as a result of a number of factors, including failuze to qualify for priority review
of our application. All statutes and regulations governing the approval of our product candidates are subject to
change in the future. These changes may increase the time or cost of regulatory approval, limit approvat, or
prevent it completely.

Even if we receive regulatory approval for our product candidates, or acquire the rights to additional already
approved products, the later discovery of previously unknown problems with a product, manufacturer or facility
may result in adverse consequences, including withdrawal of the product from the market. Approval of a product
candidate may be conditioned upon certain limitations and restrictions as to the drug’s use, or upon the conduct
of further studies, and may be subject to continuous review.

The regulatory process is expensive, time consuming and uncertain and may prevent us from obtaining
required approvals for the commercialization of our product candidates.

We have product candidates for the prevention and treatment of CMV and treatment of HCV in clinical
development. Schering-Plough is conducting the clinical development of pleconaril. We must complete
significant laboratory, animal and clinical testing on these product candidates before we submit marketing
applications in the U.S. and abroad.

The rate of completion of clinical triats depends upon many factors, including the rates of initiation of
clinical sites and enroliment of patients. For example, our enrollment of patients in our phase 2 clinical trial for
maribavir was impacted by our ability to identify and successfully recruit a sufficient number of patients who
have undergone allogeneic hematopoietic stem cell/bone marrow transplantation. Our phase 3 studies for
maribavir will require substantially more clinical sites and patients than were required for the phase 2 studies,
and many of these clinical sites and patients are expected to be in Europe. We do not have extensive experience
in executing clinical trials in Europe. We also expect to initiate a second phase 3 study of maribavir in solid
organ transplant patients. We have never conducted clinical studies in this population. If we are unable to initate
a sufficient number of clinical sites and accrue sufficient clinical patients who are eligible to participate in the
trials during the appropriate period, we may need to delay our clinical trials and incur significant additional costs.
In addition, the FDA, Independent Safety Monitoring Boards or Institutional Review Boards may require us to
delay, restrict, or discontinue our clinical trials on various grounds, including a finding that the subjects or
patients are being exposed to an unacceptable health risk. We expect to submit a NDA filing in 2009 for
maribavir. However, we may be unable to submit a NDA to the FDA for our product candidates within the
timeframe we currently expect. Once a NDA is submitted, it must be approved by the FDA before we can
commercialize the product described in the application. The cost of human clinical trials varies dramatically
based on a number of factors, including;

«  the order and timing of clinical indications pursued;
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*  the extent of development and financial support from corporate collaborators;

*  the number of patients required for enrollment;

*  the length of time required to enroll these patients;

»  the costs and difficulty of obtaining clinical supplies of the product candidate; and

+  the difficulty in obtaining sufficient patient populations and clinicians.

Even if we obtain positive preclinical or clinical trial results in initial studies, future clinical trial results may
not be similarly positive. As a result, ongoing and contemplated clinical testing, if permitted by governmental
authorities, may not demenstrate that a product candidate is safe and effective in the patient population and for
the disease indications for which we believe it will be commercially advantageous to market the product. The

failure of our clinical trials to demonstrate the safety and efficacy of our product candidate for the desired
indications could delay the commercialization of the product.

In 2003, Congress enacted the Pediatric Research Equity Act requiring the development and submission of
pediatric use data for new drug products. Our failure to obtain these data, or to obtain a deferral of, or exemption
from, this requirement could adversely affect our chances of receiving regulatory approval, or could result in
regulatory or legal enforcement actions.

Even after regulatory approval is received, as with Vancocin, if we fail to comply with regulatory
requirements, or if we experience unanticipated problems with our approved products, our products could
be subject to restrictions or withdrawal from the market.

Vancocin is, and any other product for which we obtain marketing approval from the FDA ot other
regulatory authority will be, along with the manufacturing processes, post-approval clinical data collection and
promotional activities for each such product, subject to continual review and periodic inspection by the FDA and
other regulatory bodies. After approval of a product, we will have, and with Vancocin, we currently have,
significant ongoing regulatory compliance obligations. Later discovery of previously unknown problems with our
products or manufacturing processes, or failure to comply with regulatory requirements, may result in penalties
or other actions, including:

*  warning letters;

+ fines;

*  product recalls;

*  withdrawal of regulatory approval;

*  operating restrictions, including restrictions on such products or manufacturing processes;
*  disgorgement of profits;

*  injunctions; and

*  criminal prosecution.

Any of these evenis could result in a material adverse effect on our revenues and financial condition.

There are many potential competitors with respect to our product candidates under development, who
may develop products and technologies that make ours non-competitive or obsolete,

There are many entities, both public and private, including well-known, large pharmaceutical companies,
chemical companies, biotechnology companies and research institutions, engaged in developing pharmaceuticals
for applications similar to those targeted by our products under development.
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There are products already marketed by F, Hoffman La-Roche, AstraZeneca and Gilead Sciences Inc. for
the prevention and treatment of CMV and Schering-Plough and F. Hoffman La-Roche for the treatment of HCV.
We are aware of a number of other companies which have compounds in various stages of clinical development
for the treatment of HCV. Developments by these or other entities may render our product candidates
non-competitive or obsolete. Furthermore, many of our competitors are more experienced than we are in drug
development and commercialization, obtaining regulatory approvals and product manufacturing and marketing.
Accordingly, our competitors may succeed in obtaining regulatory approval for products more rapidly and more
effectively than we do for our product candidates. Competitors may succeed in developing products that are more
effective and less costly than any that we develop and also may prove to be more successful in the manufacturing
and marketing of products.

Any product that we successfully develop and for which we gain regulatory approval must then compete for
market acceptance and market share. Accordingly, important competitive factors, in addition to completion of
clinical testing and the receipt of regulatory approval, will include product efficacy, safety, timing and scope of
regulatory approvals, availability of supply, marketing and sales capacity, reimbursement coverage, pricing and
patent protection. Our products could also be rendered obsclete or uneconomical by regulatory or competitive
changes.

In order to continue to expand our business and sustain our revenue growth, we will need to acquire
additional marketed products or product candidates in clinical development through in-licensing or the
acquisitions of businesses that we believe are a strategic fit with us. We may not be able to in-license or
acquire suitable products at an acceptable price or at all. In addition, engaging in any in-licensing or
acquisitions will incur a variety of costs, and we may never realize the anticipated henefits of any such
in-license or acquisition.

As part of our long-term strategy and in order to sustain our revenue growth, we intend to seek to acquire or
in-license additional products or product candidates in clinical development to treat the patient population
targeted by Vancocin and our current product candidates, or products / product candidates in clinical
development o treat other diseases for which patients are treated by physician specialists or in hospital settings.
Even if we are able to locate products, product candidates in clinical development or businesses that fit within
our strategic focus, we cannot assure you that we will be able to negotiate agreements to acquire or in-license
such additional products or product candidates in clinical development on acceptable terms or at ali. Further, if
we acquire a product, product candidates in clinical development or business, the process of integrating the
acquired product, product candidates in clinical development or business may result in unforeseen operating
difficulties and expenditures and may divert significant management attention from our ongoing business
operations. Moreover, we may fail to realize the anticipated benefits for a variety of reasons, such as an acquired
product candidate proving to not be safe or effective in later clinical trials. We may fund any future acquisition
by issuing equity or debt securities, which could dilute the ownership percentages of our existing stockholders.
Acguisition efforts can consume significant management attention and require substantial expenditures, which
could detract from our other programs. In addition, we may devote resources to potential acquisitions that are
never completed.

We cannot assure you that an acquired product, product candidates in clinical development or business will
have the intended effect of helping us to sustain our revenue growth. If we are unable 1o do so, our business could
be materially adversely affected.

Any of our future products may not be accepted by the market, which would harm our husiness and
results of operations.

Even if approved by the FDA and other regulatory authorities, our product candidates may not achieve
market acceptance by patients, prescribers and third-party payors. As a result, we may not receive revenues from
these products as anticipated. The degree of market acceptance will depend upon a number of factors, including:

* the receipt and timing of regulatory approvals, and the scope of marketing and promotion activities
permitted by such approvals (e.g., the “label” for the product approved by the FDA);
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»  the availability of third-party reimbursement from payors such as government health programs and
private health insurers;

. the establishment and demonstration in the medical community, such as doctors and hospital
administrators, of the clinical safety, efficacy and cost-effectiveness of drug candidates, as well as their
advantages over existing treatment alternatives, if any;

» the effectiveness of the sales and marketing force that may be promoting our products; and

. the effectiveness of our contract manufacturers.

If our product candidates do not achieve market acceptance by a sufficient number of patients, prescribers
and third-party payors, our business will be materially adversely affected.

We have limited sales and marketing infrastructure and if we are unable to develop our own sales and
marketing capability we may be unsuccessful in commercializing our products.

Under our agreement with GSK, we have the exclusive right to market and sell maribavir throughout the
world, other than Japan. Under our agreement with Wyeth, we have the right to co-promote HCV products
arising from our coliaboration in the U.S. and Canada. Schering-Plough is solely responsible for the marketing,
promotion and sale of intranasal pleconaril following its approval.

We currently have a limited marketing staff and no sales staff. As a result of our acquisition of Vancocin,
we established a small group of regional medical scientists and commenced medical education programs. The
development of a marketing and sales capability for our marketed product, product candidates in clinical
development, or for products that we may acquire if we are successful in our business development efforts, could
require significant expenditures, management resources and 1ime. We may be unable to build a marketing and
sales capability, the cost of establishing such a marketing and sales capability may exceed any product revenues,
and our marketing and sales efforts may be unsuccessful. We may not be able to find a suitable sales and
marketing partner for our other product candidates. If we are unable to successfully establish a sales and
marketing capability in a timely manner or find suitable sales and marketing partners, our business and results of
operations will be harmed. Even if we are able to develop a sales force or find a suitable marketing partner, we
may not successfully penetrate the markets for any of our proposed products.

We depend on collaborations with third parties, which may reduce our product revenues or restrict our
ability to commercialize products, and also ties our success to the success of our collaborators.

We have entered into, and may in the future enter into additional, sales and marketing, distribution,
manufacturing, development, licensing and other strategic arrangements with third parties. For example, in
November 2004, we announced that we entered into a license agreement with Schering-Plough under which
Schering-Plough assumed responsibility for all future development and commercialization of pleconaril. Sanofi-
Aventis also has exclusive rights to market and sell pleconaril in countries other than the U.S. and Canada for
which we will receive a royalty. Schering-Plough will receive a portion of any royalty payments made to us
under our license agreement with Sanofi-Aventis for rights to pleconaril.

In August 2003, we entered into a license agreement with GSK under which we acquired exclusive
worldwide rights, excluding Japan, from GSK to develop and commercialize an antiviral compound, maribavir,
for the prevention and treatment of CMV infections related to transplant, including solid organ and hematopoietic
stem cell / bone marrow transplantation, congenital transmission, and in patients with HIV infection. GSK
retained the exclusive right to market and sell products covered by these patents and patent applications in Japan.

In December 1999, we entered into an agreement with Wyeth 1o develop jointly products for use in treating
the effects of HCV in humans. Under the agreement, we exclusively licensed to Wyeth worldwide rights under
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patents and know-how owned by us or created under the agreement. While we have the right to co-promote these
products in the U.S. and Canada, Wyeth has the exclusive right to promote these products elsewhere in the world,
for which we will receive a royalty. Wyeth also has the exclusive right to manufacture any commercial products
developed under the agreement.

If any of Wyeth, Schering-Plough or Sanofi-Aventis do not successfully market and sell products in their
respective territories, we will not receive revenue from royalties on their sales of products.

We are currently engaged in additional discussions relating to other arrangements. We cannot be sure that
we will be able to enter into any such arrangements with third parties on terms acceptable to us or at all. Third
party arrangements may require us to grant certain rights to third parties, including exclusive marketing rights to
one or more products, or may have other terms that are burdensome to us.

Our ultimate success may depend upon the success of our collaborators. We have obtained from Sanofi-
Aventis and GSK, and will attempt to obtain in the future, licensed rights to certain proprietary technologies and
compounds from other entities, individuals and research institutions, for which we may be obligated 1o pay
license fees, make milestone payments and pay royalties. In addition, we may in the future enter into
collaborative arrangements for the marketing, sales and distribution of our product candidates, which may require
us to share profits or revenues. We may be unable to enter into additional collaborative licensing or other
arrangements that we need to develop and commercialize cur drug candidates. Moreaver, we may not realize the
contemplated benefits from such collaborative licensing or other arrangements. These arrangements may place
responsibility on our collaborative partners for preclinical testing, human clinical trials, the preparation and
submisston of applications for regulatory approval, or for marketing, sales and distribution support for product
commercialization. We cannot be certain that any of these parties will fulfill their obligations in a manner
consistent with our best interests. These arrangements may also require us to transfer certain material rights or
issue our equity securities to corporate partners, licensees or others. Any license or sublicense of our commercial
rights may reduce our product revenue. Moreover, we may not derive any revenues or profits from these
arrangements. In addition, our current strategic arrangements may not continue and we may be unable to enter
into future collaborations. Collaborators may also pursue alternative technologies or drug candidates, either on
their own or in collaboration with others, that are in direct competition with us.

If we fail to comply with our obligations in the agreements under which we license development or
commercialization rights to products or technology from third parties, we could lose license rights that are
important to our business.

Two of our current product candidates are based on intellectual property that we have licensed from Sanofi-
Aventis and GSK. Another clinical development program involves a joint development program with Wyeth
pursuant to which we licensed to Wyeth worldwide rights within a certain field under patents and know-how
owned by us or created under the agreement. We depend, and will continue to depend, on these license
agreements. All of our license agreements may be terminated if, among other events, we fail to satisfy our
obligations as they relate to the development of the particular product candidate. All of our license agreements,
other than the agreements with Lilly regarding Vancocin, may also be terminated if we breach that license
agreement and do not cure the breach within specified time periods or in the event of our bankruptcy or
liquidation. Our agreement with Lilly permits it to suspend the licenses granted to us by Lilly in the event of
uncured defaults by us until such time as the default is cured or otherwise resolved.

Our license agreement with GSK imposes various obligations on us, including milestone payment
requirements and royalties. If we fail to comply with these obligations, GSK has or may have the right to
terminate the license, in which event we would not be able to market products covered by the license.

Disputes may arise with respect to our licensing agreements regarding manufacturing, development and
commercialization of any of the particular product candidates. These disputes could lead to delays in or
termination of the development, manufacture and commercialization of our product candidates or to litigation.
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Many other entities seek to establish collaborative arrangements for product research and development,
or otherwise acquire products, in competition with us.

We face competition from large and small companies within the pharmaceutical and biotechnology industry
as well as public and private research organizations, academic institutions and governmental agencies in
acquiring products and establishing collaborative arrangements for product development. Many of the companies
and institutions that compete against us have substantially greater capital resources, research and development
staffs and facilities than we have, and substantially greater experience in conducting business development
activities. These entities represent significant competition to us as we seek to expand further our pipeline through
the in-license or acquisition of additional products in clinical development, or that are currently on the market.
Moreover, while it is not feasible to predict the actual cost of acquiring additional product candidates, that cost
could be substantial. We may need additional financing in order to acquire additional new products,

Even if we are successful in maintaining or increasing Vancocin revenues, we may be dependent upon our
ability to raise financing for, and the successful development and commercialization of our product
candidates in CMV and HCV.

We will need substantial funds to continue our business activities. We expect that Vancocin will generate
significant cash flows for us and should allow us to substantially fund our development and other operating costs
under our current business plan over the next several years. We expect 10 incur significant expenses over at least
the next several years primarily due to our development costs from our CMV and HCV programs, business
development activities seeking new opportunities to expand further our product pipeline, general and
administrative expenses, and income taxes. If Vancocin revenues decrease, we may require additional capital to
continue our business activities as currently planned.

Int addition, the amount and timing of our actual capital requirements as well as our ability to finance such
requirements will depend upon numerous factors, including:

«  our actual sales of Vancocin;

»  the cost of commercializing Vancocin and our product candidates;

«  our ability to generate revenue and positive cash flow through our HCV collaboration agreement with
Wyeth;

+  whether we receive any of the additional milestone payments and royalties contemplated by our license
agreement with Schering-Plough relating to development and commercialization of intranasal
pleconaril;

* the cost and progress of our clinical development programs;

«  the cost of milestone payments that may be due to GSK under our license agreement with them for
maribavir, our product candidate to treat CMV, if pre-defined clinical and regulatory events are
achieved;

«  the time and cost involved in obtaining regulatory approvals;
*  the cost of acquiring additional commercialized products and / or products in clinical development;

+  the cost of filing, prosecuting, defending and enforcing any patent ctaims and other intellectual
property rights;

«  the effect of competing technological and market developments; and

« the effect of changes and developments in our existing collaborative, licensing and other relationships.
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We may be unable to generate or raise sufficient funds to complete our development, marketing and sales
activities for any of our product candidates. Potential funding sources, besides Vancocin, include:

+  public and private securities offerings;
. debt financing, such as bank loans; and

»  collaborative, licensing and other arrangements with third parties.

We may not be able to find sufficient debt or equity funding on acceptable terms, if at all. If we cannot, we
may need to delay, reduce or eliminate development programs, as well as other aspects of our business. The sale
by us of additional equity securities or the expectation that we will sell additional equity securities may have an
adverse effect on the price of our common stock. In addition, collaborative arrangements may require us 1o grant
product development programs or licenses to third parties for products that we might otherwise seek to develop
or commercialize ourselves.

We have a history of losses prior to 2005 and our continued profitability is uncertain.

Prior to 2005 we had incurred losses in each year since our inception in 1994. As of December 31, 2006, we
had an accumulated deficit of approximately $96.7 million. We achieved profitability for the fourth quarter
ended December 31, 2004 and have maintained profitability in each of the following quarters. Our ability to
maintain profitability is dependent on a number of factors, including continued revenues from Vancocin sales,
our ability to obtain regulatory approvals for our product candidates, successfully commercializing those product
candidates, generating revenues from the sale of products from existing and potential future collaborative
agreements, and securing contract manufacturing, distribution and logistics services. We do not know when or if
we will acquire additional products to expand further our product portfolio, complete our product development
efforts, receive regulatory approval of any of our product candidates or successfully commercialize any approved
products. We expect to incur significant additional expenses over several years, and Vancocin’s ability to
generate substantial cash flows over this timeframe could be materially and adversely affected by the
introduction of effective generic or branded competing products. As a result, we are unable to accurately predict
with a significant degree of certainty whether we will be able to maintain profitability and if not, the extent of
any future losses or the time required to regain profitability, if at all,

Our strategic plan may not achieve the intended results.

In January 2004 we made the strategic decision to focus on development of later stage opportunities by
expanding our product portfolio through the acquisition of complementary clinical development stage or
commercial product opportunities as a means to accelerate our path toward becoming a profitable pharmaceutical
company. As a result of this strategic decision, we substantially discontinued our early stage activities, including
discovery research and most internal preclinical development activities. Our restructuring efforts have placed and
may continue to place a significant strain on our managerial, operational, financial and other resources.

We may not be successful in executing our strategy. We may not be able to in-license or acquire suitable
products at an acceptable price or at all. In addition, engaging in any in-licensing or acquisitions will incur a
variety of costs, and we may never realize the anticipated benefits of any such in-license or acquisition. We may
need additional financing in order to acquire additional new products or product candidates. We may not have
sufficient resources to execute our plans, and our actual expenses over the periods described in this report may

vary,

In addition to the points noted above, our ability to sustain profitability is dependent on developing and
obtaining regulatory approvals for our product candidates, successfully commercializing such product
candidates, which may include entering into collaborative agreements for product development and
commercialization, acquiring additional products through our business development efforts, and securing
contract manufacturing services and distribution and logistics services.
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We will rely on our employees, consultants, contractors, suppliers, manufacturers and collaborators to
keep our trade secrets confidential.

We rely on trade secrets, trademarks, and unpatented proprietary know-how and continuing technological
innovation in developing and manufacturing our products, including Vancocin, in order to protect our significant
investment in these products from the risk of discovery by generic drug manufacturers and other potential
competition. We require each of our emiployees, consultants, advisors, contractors, suppliers, manufacturers and
collaborators to enter into confidentiality agreements prohibiting themn from taking our proprietary information
and technology or from using or disclosing proprietary information to third parties except in specified
circumstances. The agreements also provide that all inventions conceived by an employee, consultant or advisor,
to the extent appropriate for the services provided during the course of the relationship, are our exclusive
property, other than inventions unrelated to us and developed entirely on the individual’s own time. Nevertheless,
these agreements may not provide meaningful protection of our trade secrets and proprietary know-how if they
are used or disclosed. Despite all of the precautions we may take, people who are not parties to confidentiality
agreements may obtain access to our trade secrets or know-how. In addition, others may independently develop
similar or equivalent trade secrets or know-how.

We depend on patents and proprietary rights for our products which are in clinical development, which
may offer only limited protection against potential infringement, and if we are unable to protect our
patents and proprietary rights, we may lose the right to develop, manufacture, market or sell products and
lose sources of revenue.

The pharmaceutical industry places considerabie importance on obtaining patent and trade secret protection
for new technologies, products and processes. Our success depends, in part, on our ability to develop and
maintain a strong patent position for cur products and technologies in clinical development, both in the U.S. and
in other countries. Litigation or other legal proceedings may be necessary to defend against claims of
infringement, to enforce our patents, or to protect our trade secrets, and could result in substantial cost to us and
diversion of our efforts. We intend 1o file applications as appropriate for patents describing the composition of
matter of our drug candidates, the proprietary processes for producing such compositions, and the uses of our
drug candidates. We own three issued U.S. patents, one non-U.S. patents and have a number of pending U.S.
patent applications, some of which we co-own with collaborators. We also have filed international, regional and
non-U.S. national patent applications in order to pursue patent protection in major foreign countries.

Many of our scientific and management personnel were previously employed by competing companies. As a
result, such companies may allege trade secret violations and similar claims against us.

To facilitate development of our proprictary technelogy base, we may need to obtain licenses to patents or
other proprietary rights from other parties. If we are unable to obtain such licenses, our product development
efforts may be delayed. We may collaborate with universities and governmental research organizations which, as
a result, may acquire certain rights to any inventions or technical information derived from such coliaboration.

We may incur substantial costs in asserting any patent rights and in defending suits against us related to
intellectual property rights, even if we are ultimately successful. If we are unsuccessful in defending a claim that
we have infringed or misappropriated the intellectual property of a third party, we could be required to pay
substantial damages, stop using the disputed technology, develop new non-infringing technologies, or obtain one
or more licenses from third parties. If we or our licensors seek to enforce our patents, a court may determine that
our patents or our licensors” patents are invalid or unenforceable, or that the defendant’s activity is not covered
by the scope of our patents or our licensors’ patents. The U.S. Patent and Trademark Office or a private party
could institute an interference proceeding relating to our patents or patent applications. An opposition or
revocation proceeding could be instituted in the patent offices of foreign jurisdictions. An adverse decision in any
such proceeding could result in the loss of our rights to a patent or invention.
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If our licensors do not protect our rights under our license agreements with them or do not reasonably
consent to our sublicense of rights or if these license agreements are terminated, we may lose revenue and
expend significant resources defending our rights.

We have licensed from GSK worldwide rights, excluding Japan, to an antiviral compound, maribavir, for
the prevention and treatment of CMV infections related to transplant, including solid organ and hematopoietic
stem cell/bone marrow transplantation, congenital transmission, and in patients with HIV infection. This
compound, and a related compound, are subject to patents and patent applications in a variety of countries
throughout the world. We have licensed from Sanofi-Aventis the exclusive U.S. and Canadian rights to certain
antiviral agents for use in picornavirus indications, which are the subject of U.S. and Canadian patents and patent
applications owned by Sanofi-Aventis, certain of which describe pleconaril and others of which describe
compounds that are either related to pleconaril or have antiviral activity. We sublicensed our rights under these
patents to Schering-Plough. We depend on GSK and Sanofi-Aventis to prosecute and maintain many of these
patents and patent applications and protect such patent rights. Failure by GSK or Sanofi-Aventis to prosecute or
maintain such patents or patent applications and protect such patent rights could lead to our loss of revenue.
Under certain circumstances, our ability to sublicense our rights under these license agreements is subject to the
licensor’s consent. If our license agreements with GSK and Sanofi-Aventis are terminated, our ability to
manufacture, develop, market and sell products under those agreements would terminate.

Our successful commercialization of our products will depend, in part, on the availability and adequacy of
third party reimbursement.

Our ability to commercialize our product candidates successfully will depend, in part, on the extent to which
reimbursement for the cost of such products and related treatments will be available from government health
administration authorities, such as Medicare and Medicaid in the U.S., private health insurers and other
organizations. Federal and state regulations govern or influence the reimbursement to health care providers of
fees in connection with medical treatment of certain patients, In the U.S., there have been, and we expect there
will continue to be, a number of state and federal proposals that could limit the amount that state or federal
governments will pay to reimburse the cost of drugs. Continved significant changes in the health care system
could have a material adverse effect on our business. Decisions by state regulatory agencies, including state
pharmacy boards, and/or retail pharmacies may require substitution of generic for branded products, may prefer
competitors’ producis over our own, and may impair our pricing and thereby constrain our market share and
growth. In addition, we believe the increasing emphasis on managed care in the U.S. could put pressure on the
price and usage of our product candidates, which may in turn adversely impact future product sales.

Significant uncertainty exists as to the reimbursement status of newly approved health care products,
particularly for indications for which there is no current effective treatment or for which medical care typically is
not sought. Adequate third-party coverage may not be available to enable us to maintain price levels sufficient 1o
realize an appropriate return on our investment in product development. If adequate coverage and reimbursement
levels are not provided by government and third-party payors for use of our products, our products may fail to
achieve market acceptance and we could lose anticipated revenues and experience delayed achievement of
profitability.

In recent years, various legislative proposals have been offered in the U.S. Congress and in some state
legislatures that include major changes in the health care system. These proposals have included price or patient
reimbursement constraints on medicines and restrictions on access to certain products. We cannot predict the
outcome of such initiatives, and it is difficult to predict the future impact of the broad and expanding legislative
and regulatory requirements affecting us.
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We depend on key personnel and may not be able to retain these employees or recruit additional qualified
personnel, which would harm our ability to compete.

We are highly dependent upon qualified scientific, technical and managerial personnel, including our
President and CEQO, Michel de Rosen, our Vice President, Chief Operating Officer and Chief Financial Officer,
Vincent J. Milano, our Vice President and Chief Scientific Officer, Colin Broom, and our Vice President and
Chief Commercial Officer, Daniel Soland. Qur ability to grow and expand into new areas and activities will
require additional expertise and the addition of new qualified personnel. There is intense competition for
qualified personnel in the pharmaceutical field. Therefore, we may not be able o attract and retain the qualified
personnel necessary for the development of our business. Furthermore, we have not entered into non-competition
agreements or employment agreements with our key employees. The loss of the services of existing personnel, as
well as the failure to recruit additional key scientific, technical and managerial personnel in a timely manner,
would harm our development programs, and our ability to manage day-to-day operations, attract collaboration
partners, attract and retain other employees and generale revenues. We do not maintain key man life insurance on
any of our employees.

We may be subject to product liability claims, which can be expensive, difficult to defend and may result
in large judgments or settlements against us,

The administration of drugs to humans, whether in clinical trials or after marketing clearance is obtained,
can result in product liability claims. Product liability claims can be expensive, difficult to defend and may result
in large judgments or settlements against us. In addition, third party collaborators and licensees may not protect
us from product liability claims.

We currently maintain product liability insurance in connection with our clinical development programs and
marketing of Vancocin. We may not be able to obtain or maintain adequate protection against potential liabilities
arising from clinical development or product sales. If we are unabie to obtain sufficient levels of insurance at
acceptable cost or otherwise protect against potential product liability claims, we will be exposed to product
liability claims. A successful product liability claim in excess of our insurance coverage could harm our financial
condition, results of operations, liquidity and prevent or interfere with our product commercialization efforts. In
addition, any successful claim may prevent us from obtaining adequate product liability insurance in the future
on commercially desirable terms. Even if a claim is not successful, defending such a claim may be time-
consuming and expensive.

We previously used hazardous materials in our business and any claims relating to improper handling,
storage or disposal of these materials could be time consuming and costly.

Prior to our restructuring in January 2004, we used radioactive and other materials that could be hazardous
to human health, safety or the environment. In connection with our restructuring in January 2004, we
decommissioned our discovery laboratories, which required the disposal of many of these materials. We are
subject to stringent federal, state and local laws, rules, regulations and policies governing the use, generation,
manufacture, storage, air emission, effluent discharge, handling and disposal of certain materials and wastes. We
stored these materials and various wastes resulting from their use at our facility pending ultimate use and
disposal. Although we believe that our safety procedures for handling and disposing of such materials comply
with federal, state and local laws, rules, regulations and policies, the risk of accidental injury or contamination
from these materials cannot be entirely eliminated. We may be required to incur significant costs to comply with
environmental laws, rules, regulations and policies. Additionally, if an accident occurs, we could be held liable
for any resulting damages, and any such liability could exceed our resources. We do not maintain a separate
insurance policy for these types of risks and we do not have reserves set aside for environmental claims. Any
future environmental claims could harm our financial conditions, results of operations, liquidity and prevent or
interfere with our product commercialization efforts. In addition, compliance with future environmental laws,
rules, regulations and policies could lead to additional costs and expenses.
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The rights that have been and may in the future be granted to holders of our common or preferred stock
may adversely affect the rights of other stockholders and may discourage a takeover.

Our board of directors has the authority to issue up to 4,800,000 shares of preferred stock and to determine
the price, privileges and other terms of such shares. Qur board of directors may exercise this authority without
the approval of, or notice to, our stockholders. Accordingly, the rights of the holders of our ceommon stock may
be adversely affected by the rights of the holders of any preferred stock that may be issued in the future. In
addition, the issuance of preferred stock may make it more difficult for a third party to acquire a majority of our
outstanding voting stock in order to effect a change in control or replace our current management. We are also
subject to the anti-takeover provisions of Section 203 of the Delaware General Corporation Law. The application
of Section 203 could also delay or prevent a third party or a significant stockholder of ours from acquiring
control of us or replacing our current management. In general, Section 203 prohibits a publicly held Delaware
corporation from engaging in a business combination with an interested stockholder for a period of three years
following the date the person became an interested stockholder, unless the business combination or the
transaction in which the person became an interested stockholder is approved in a prescribed manner. Generally,
a business combination includes a merger, asset or stock sale, or other transaction resulting in a financial benefit
to the interested stockholder. Under Delaware law, an interested stockholder is a person who, together with
affiliates and associates, owns 15% or more of a corporation’s voting stock.

In September 1998, our board of directors adopted a plan that grants each holder of our common stock the
right to purchase shares of our series A junior participating preferred stock. This plan is designed to help insure
that all our stockholders receive fair value for their shares of common stock in the event of a proposed takeover
of us, and to guard against the use of partial tender offers or other coercive tactics to gain control of us without
offering fair value to the holders of our common stock. In addition, our charter and bylaws contain certain
provisions that could discourage a hostile takeover, such as a staggered board of directors and significant notice
provisions for nominations of directors and proposals. The plan and our charter and bytaws may make it more
difficult for a third party 1o acquire a majority of our outstanding voting stock in order to effect a change in
control or replace our current management.

Qur stock price could continue to be volatile.

Our stock price, like the market price of the stock of other pharmaceutical companies, has been volatile. For
example, during the year ended December 31, 2006, the market price for our common stock fluctuated between
$7.07 and $23.44 per share. The following factors, among others, could have a significant impact on the market
for our common stock:

«  period to period fluctuations in sales of Vancocin:
+  approvals of generic products that compete with Vancocin;

»  results of clinical trials with respect to our product candidates in development or those of our
competitors;

. developments with our collaborators;

»  announcements of technological innovations or new products by our competitors;

+ litigation or public concern relating to our products or our compelitors’ products;

+  developments in patent or other proprietary rights of ours or our competitors {including related
litigation);

«  any other future announcements concerning us or our competitors;

*  any announcement regarding our acquisition of product candidates or entities;

+  future announcements concerning our industry;

+  governmental regulation;
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*  actions or decisions by the SEC, the FDA or other regulatory agencies;

*  changes or anncuncements of changes in reimbursement policies;

*  penod to period fluctuations in our operating results, including changes in accounting estimates;
= our cash and cash equivalents balances;

*  changes in our capital structure;

*  changes in estimates of our performance by securities analysts;

* market conditions applicable to our business sector; and

*  general market conditions.

Future sales of our commen stock in the public market could adversely affect our stock price.

We cannot predict the effect, if any, that future sales of our common stock or the availability for future sale
of shares of our common stock or securities convertible into or exercisable for our common stock will have on
the market price of our common stock prevailing from time to time. We have an effective registration statement
on Form S-3 which allows us to sell up to $39 million of securities in one or more public offerings. The
registration statement provides us with the flexibility to determine the type of security we choose to sell,
including common stock, preferred stock, warrants and debt securities, as well as the ability to time such sales
when market conditions are favorable.

As of December 31, 2006 we had outstanding options to purchase 2,723,474 shares of our common stock at
a weighted average exercise price of $8.37 per share (1,032,550 of which have not yet vested) issued to
employees, directors and consultants pursuant to our 1995 Stock Option and Restricted Share Plan, outstanding
options to purchase 1,120,700 shares of our common stock at a weighted average exercise price of $14.28 per
share (1,111,450 of which have not yet vested) issued to employees, directors and consultants pursuant to our
2005 Stock Option and Restricted Share Plan and outstanding options to purchase 75,248 shares of our common
stock at a weighted average exercise price of $1.43 per share (60,626 of which have not yet vested) to
non-executive employees pursuant to our 2001 Equity Incentive Plan. In order to attract and retain key personnel,
we may issue additional securities, including stock options, restricted stock grants and shares of common stock,
in connection with our employee benefit plans, or may lower the price of existing stock options. Sale, or the
availability for sale, of substantial amounts of common stock by our existing stockholders pursuant to an
effective registration statement or under Rule 144, through the exercise of registration rights or the issuance of
shares of common stock upon the exercise of stock options or warrants, or the perception that such sales or
issuances could occur, could adversely affect the prevailing market prices for our common stock.

ITEM 1B. UNRESOLVED STAFF COMMENTS

None.

ITEM 2. PROPERTIES

At December 31, 2006, we leased 33,000 square feet in a facility located in Exton, Pennsylvania for our
corporate and development activities under an operating lease expiring in 2017. On December 22, 2006, we
entered into an agreement to purchase the facility for $7.65 million, which was funded from our available cash.
On January 30, 2007, the purchase was finalized and we terminated the operating lease.

ITEM 3. LEGAL PROCEEDINGS

None.

ITEM 4. SUBMISSION OF MATTERS TO A YOTE OF SECURITY HOLDERS

None.
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PARTII

ITEM 5. MARKET FOR THE REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

Market Information

Our common stock is traded on the Global Market segment of The NASDAQ Stock Market under the
symbol “VPHM.” We commenced trading on The NASDAQ Stock Market on November 19, 1936. The
following table sets forth the high and low sale prices as quoted on The NASDAQ Stock Market for each quarter
of 2005 and 2006 and through February 23, 2007.

High Low

Year ended December 31, 2005

FIrSt QUAMET . oottt e $349 $ 215
Second QUATTET . ..o\ttt e e e e $ 737 § 167
Third QUATET . . . oottt et e vt e et e e et et ey $21.35 $ 6.57
Fourth QUAreT . . ..ottt $24.36 $15.56
Year ended December 31, 2006

First QUArIEr . ...\ttt ettt et et et e e $2344 $9.70
Second QUAMIET ..\ttt e $1283 §$ 7.69
THIEA QUATTET « . oottt ettt e e e $1290 §$ 7.07
Fourth QUarer . ..ottt e e e e e e $1568 $11.22
First Quarter 2007 (through February 23,2007) ........... ... ... .. ... ... $18.39  §$13.90

Holders and Dividends

There were approximately 679 record holders of our common stock as of February 23, 2007. We have never
declared or paid any cash dividends on our common stock. We have declared and paid dividends in the past on
our previously outstanding series A convertible participating preferred stock. As of February 23, 2007, we had no
shares of preferred stock outstanding. Any future determination to pay dividends will be at the discretion of our
board of directors and will be dependent on then existing conditions, including our financial condition, results of
operations, contractual restrictions, capital requirements, business and other factors our board of directors deems
relevant,

ITEM 6. SELECTED FINANCIAL DATA

The selected financial data presented below under the caption “Consolidated Statement of Operations Data”
for the years ended December 31, 2006, 2005, 2004, 2003 and 2002 and under the caption “Consolidated Balance
Sheet Data™ as of December 31, 2006, 2005, 2004, 2003 and 2002 are derived from our consolidated financial
statements which have been audited. The data set forth below should be read in conjunction with Management’s
Discussion and Analysis of Financial Condition and Results of Operations, the Consolidated Financial
Statements and the notes thereto and the other financial information included elsewhere in this Report.

35



In November 2004, we acquired all rights in the U.S. and its territories to manufacture market and sell
Vancecin, as well as rights to certain related vancomycin products, from Eli Lilly and Company (“Lilly™). See

Note 10 of the Consolidated Financial Statements.

{in thousands, except per share amounts)
Consolidated Statement of Operations Data:
Netproducisales ... ... ... ... . ... .. ...c...
Total revenues . ...t
Operating expenses:
Costofsales .......... ... .. ... ..enn..
Research and development . .. ................
Marketing, general and administrative ..........
Intangible amortization and acquisition of
techmology vights .. ... ..., ... ... ... ...

Total operating eXpenses ............veuurenrnnn,

Operating income (10ss) . ........................
Interest inCome . .........ccoiiiii i,
Interestexpense ......... .. ... . . . i,
Income tax expense (benefit) .....................
Net income (loss) from continuing operations . . ... ...
Net income (loss) per share from continuing
operations:
Basic . ... e
Diluted . ... . o
Shares used in computing net income (loss) from
continuing operations per share:
Basic ... .
Diluted ... ...

Consolidated Balance Sheet Data:
Cash, cash equivalents and short-term

mvestments™ L. e
Workingcapital ...... ... ... .. oo
Totalassets .. ...t
Long-term debt® ....... ... ... .. ...
Total stockholders’ equity (deficit) ...............

Year Ended December 31,

2006 2005 2004 2003 2002
$166,617 $125853 § 8348 § — § —
167,181 132,417 22,389 1,612 5,537
18,984 18,029 1,717 _ —
19,162 10,610 16,388 23,043 39,823
24,560 10,475 15,643 9,035 14,626
5,669 5,158 650 3,500 —
68,375 44,272 34,398 35,578 54,449
98,806 88,145 (12,009) (33,966) (48912)
9,853 2,008 1,080 1,829 5,429
686 11,304 10,320 8,438 11,034
41,862 (37,805) — — —
3 66,666 $113,705 8(19,534) $(36,942) $(26,623)
$§ 097 $ 256 % (073§ (143 $ (L1}
$ 095 § 202 § (0IH E (143 § (1.1DH
68,990 44,334 26,578 25,916 23,953
70,338 57,610 26,578 25,916 23,953

As of December 31,

2006 2005 2004 2003 2002
$255,4090 $233413 3 44,210 $121,148 $158,282
266,443 166,666 42,918 113,096 152,772
429,694 435,525 178,360 133458 173,531
—_— — 190,400 127,900 134,908
411,899 326,977 (26,138) (7,509) 27,811

M Cash, cash equivalents and short-term investments includes $9.0 million in restricted cash at December 31,

2004, which became unrestricted in 2005.

@ Of the $190.4 million of long-term debt that were outstanding at December 31, 2004, $78.9 million was
outstanding as of December 31, 2005. The subordinated convertible notes are reported as a current
obligation, a component of working capital, since, as of December 31, 2005, it was the Company’s intent to
redeem these notes the first quarter of 2006. See Note 8 of the Consolidated Financial Statements.

The Company has never paid dividends on its common stock.
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATION

Background

We are a biopharmaceutical company dedicated to the development and commercialization of products that
address serious infectious diseases, with a focus on products used by physician specialists or in hospital settings.
We intend to grow through sales of our marketed product, Vancocin® HCI capsules, through the continued
development of our product pipeline and through potential acquisition or licensing of products or acquisition of
companies

We have one marketed product and multiple product candidates in development. We market and sell
Vancocin® HCI capsules, the oral capsule formulation of vancomycin hydrochloride, in the U.S. and its
territories. Vancocin is a potent antibiotic approved by the 1J.S. Food and Drug Administration, or FDA, to treat
antibiotic-associated pseudomembranous colitis caused by Clostridium difficile, or C. difficile, and enterocolitis
caused by §. aureus, including methicillin-resistant strains. We are developing maribavir for the prevention and
treatment of cytomegalovirus, or CMV, disease, and HCV-796 for the treatment of hepatitis C virus, or HCV,
infection. We have licensed the U.S. and Canadian rights for a third product candidate, an intranasal formulation
of pleconaril, to Schering-Plough for the treatment of picornavirus infections.

We intend to continue to evaluate in-licensing or other means of acquiring products in clinical development,
and marketed products, in order to expand our current portfolio. Such products may be intended to treat, or are
currently used to treat, the patient populations treated by physician specialists or in hospital settings.

While we were profilable from operations in both 2006 and 2005, priot to the 2004 acquisition of Vancocin,
our first commercial product, we incurred historical losses. Historical losses resulted principally from costs
incurred in research and development activities, write-off of acquired technology rights, general and
administrative expenses, interest payments on our outstanding debt and sales and marketing expenses.

Executive Summary

During 2006, we experienced the following:
Business Activities
CMV:

¢ Presented positive results from a phase 2 study of maribavir for the prevention of CMV infection in
patients undergoing bone marrow/stem cell transplantation.

« Initiated dosing in a phase 3 clinical trial of maribavir for the prevention of CMV disease in patients
undergoing bone marrow/stem cell transplantation.
HCYV (with our partner Wyeth):

+  Completed enrollment and presented positive preliminary data from a phase 1b study that demonstrated
the anti-viral activity of HCV-796 when dosed in combination with pegylated interferon.

«  Began dosing in a phase 2 study of HCV-796 in combination with pegylated interferon and ribavirin.

Vancocin:

*  Finalized the qualification of OSG Norwich to manufacture Vancocin finished product and gained
approval of our third-party manufacturing supply chain in the second quarter.

»  Purchased all of our finished goods inventory using our third-party manufacturer beginning in the third
quarter. as we fully transitioned all Vancocin manufacturing to our third party manufacturing supply
chain.
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= Leamned of change by the FDA’s Office of Generic Drugs, Center for Drug Evaluation and Research
("OGD") on the approach regarding the conditions that must be met in order for a generic drug
applicant to request a waiver of in vivo bioequivalence testing for vancomycin hydrochloride capsules.
We are vigorously opposing this attempt by the OGD to change the approach towards making
bioequivalence decisions for copies of Vancocin.

Operating Results
* Increased working capital by $99.8 million to $266.4 million.
+  Increased net sales to $166.6 million, primarily resulting from price increases.

= Utilized Vancocin finished goods manufactured pursuant to the November 2005 amendment to our
manufacturing agreement with Lilly, resulting in a lower gross product margin in the first half of the
year.

*  Averaged approximately 89% gross product margin rate for Vancocin for the full year.
*  Increased development costs as we supported the progress of our CMV and HCV programs.

*  Increased legal and consulting costs as we opposed OGD’s attempt to change the bioequivalence
requirements for generic copies of Vancocin.

Liquidity
«  Generated net cash from operating activities of $95.0 million.
*  Increased cash and cash equivalents and short-term investments to $255.4 million.

*  Eliminated debt principal of $78.9 million through redemption of the last of our subordinated
convertible notes.

+  Received $10 million from Wyeth for the purchase of common stock as we achieved an HCV “proof of
concept” milestone.

During 2007 and going forward, we expect to face a number of challenges, which include the following:

The commercial sale of approved pharmaceutical products is subject to risks and uncertainties. There can be
no assurance that future Vancocin sales will meet or exceed the historical rate of sales for the product, for reasons
that include, but are not limited to, generic and non-generic competition for Vancocin and/or changes in
prescribing habits or disease incidence. Additionally, period over period fluctuations in net product sales are
expected to occur as a result of wholesaler buying decisions or disease incidence.

We cannot assure you that generic competitors will not take advantage of the absence of patent protection
for Vancocin to attempt to develop a competing product. We are not abie to predict the time period in which a
generic drug may enter the market. On March 17, 2006, we learned that the OGD changed its approach regarding
the conditions that must be met in order for a generic drug applicant to request a waiver of in-vivo
bioequivalence testing for copies of Vancocin. We are opposing this attempt. However, in the event this change
in approach remains in effect, the time period in which a generic competitor may enter the market would be
reduced and multiple generics may enter the market, which would materially impact our operating results, cash
flows and asset valuations.

We will face intense competition in acquiring additional products to expand further our product portfolio.
Many of the companies and institutions that we will compete with in acquiring additional products to expand
further our product portfolio have substantially greater capital resources, research and development staffs and
facilities than we have, and substantially greater experience in conducting business development activities. We
may need additional financing in order to acquire new products in connection with our plans as described in this
report.
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The outcome of our clinical development programs are subject to considerable uncertainties. We cannot be
certain that we will be successful in developing and ultimately commercializing any of our product candidates in
the timeframes that we expect, or at all.

We can not assure you that our current cash, cash equivalents and short-term investments or cash flows from
Vancocin sales will be sufficient to fund all of our ongoing development and operational costs over the next
several years, that planned clinical trials can be initiated, or that planned or ongoing clinical trials can be
successfuily concluded or concluded in accordance with our anticipated schedule and costs. Moreover, the results
of our business development efforts could require considerable investments.

Our actual results could differ materially from those results expressed in, or implied by, our expectations
and assumption described in this Annual Report on Form 10-K. Please also see our discussion of the “Risk
Factors” in Item 1A, which describe other important matters relating our business.

Results of Operations
Years ended December 31, 2006 and 2005

For the year ended
December 31,
(in thousands) 2006 2005
Net product SAlES . .. ..ot e $166,617  $125,853
TOtAl TEVEIUES .\ v e o et e et e et e e e e ettt e et e e e $167,181  $132.,417
Gross product MATZIN .. .ot et ittt et e eiae e iiaa s $147,633 $107,824
Operating iCOME . . ..ottt ettt e ieii e $ 98,806 § 88,145
INELIMCOIME oottt st et e e e e e e e e e e e e e i ta e $ 66,666 $113,705
Net income per share:
BasiC .o e e s $§ 097 % 256
DA . o e s $ 095 § 202

The decrease in net income for 2006 resulted from the $79.7 million change in income tax from a benefit in
2005 to a $41.9 million expense in 2006. The increase in operating income resuited from increased gross margin,
offset by the increased costs to support Vancocin and our CMV and HCV development programs. The year
ended December 31, 2006 includes $5.0 million share-based compensation expense and $2.3 million of costs
associated with our opposition to the OGD’s change in approach. Additionally, 2005 included $6.0 million of
license fee revenue.

Revenues

Revenues consisted of the following:

For the year end

December 31,
(in thousands) 2006 2005
Net product Sales .. .. ... o e e 166,617  $1253853
License fees and milestones revenues . . ... ... viuernr e nnnnnns 564 6,564
TOtal FEVEIUES . . o . ottt e e e e e e e $167,181  $132,417

Revenue—Vancocin product sales

Our net product sales are solely related to Vancocin. We sell Vancocin only to wholesalers who then
distribute the product to pharmacies, hospitals and long-term care facilities, among cothers. Qur sales of Vancocin
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are influenced by wholesaler forecasts of prescription demand, wholesaler buying decisions related to their
desired inventory levels, and, ultimately, end user prescriptions, all of which could be at different levels from
period to period.

During the year ended December 31, 2006, net sales of Vancocin increased 32.4% compared to the same
period in 2005 primarily due to the impact of price increases during 2006 and 2005, We believe, based upon data
reported by IMS Health Incorporated, that prescriptions during the year ended December 31, 2006 exceeded
prescriptions in the 20035 period by 23.2%. Our comparative period is also impacted by a decrease in wholesalers’
inventory levels during in the first four months of 2006, as compared to the 2005 period where wholesalers’
inventory levels increased.

Approximately 92% of our sales are to three wholesalers. Vancocin product sales are influenced by
prescriptions and wholesaler forecasts of prescription demand, which could be at different levets from period to
period. During the second quarter of 2006, we began receiving inventory data from two of our three largest
wholesalers. We do not independently verify this data. Based on this inventory data, we believe as of
December 31, 2006, the wholesalers did not have excess channel inventory.

Revenue—License fee and milestone revenues
License fee and milestone revenues primarily include the following:

*  In 2005, the sale of inventory for $6.0 million pursuant to the terms of our license agreement with
Schering-Plough for intranasal pleconaril.

*  Inboth 2006 and 20035, amortization of approximately $0.6 million related to payments received under
our agreement with Wyeth.

Our license fee and milestone revenues result from collaborations of development-stage products and
currently vary greatly from period to period. See “Liquidity, Operating Cash Inflows” for additional
information.

Cost of sales and gross product margin

December 31,
2006 2005
Netproduct sales . ... . i e $166.617 $125,853
oSOl 8ales .o e e 18,984 18.029
Gross product Margin .. ... ...t e $147,633  $107,824

Vancocin cost of sales includes the cost of materials and distribution costs. Qur gross product margin rate
(net product sales less cost of sales as a percent of net product sales) for Vancocin increased in the year ended
December 31, 2006 to 88.6% from 85.7% in the same period in 2005. This increase primarily results from the
sale of units manufactured by OSG Norwich, which carry a lower inventory cost. As part of our November 2005
amendment of our manufacturing agreement with Lilly, we increased the amount of Vancocin that Lilly supplied
to us, which increased our cost of sales in the first half of 2006 by $4.4 million, as specific units were sold.

During the second half of 2006, all of the finished product we purchased was produced by OSG Norwich.
As of June 30, 2006, Lilly no longer manufactured finished product for us because our third-party manufacturing
supply chain was approved in the second quarter of 2006 and in July 2006, we began receiving regular shipments
of product produced by OSG Norwich. Our finished product that was sold in the second half of 2006 included
product produced by both Lilly and OSG Norwich. As such, our gross preduct margin began to steadily improve
during the second half of 2006.
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Since units are shipped based upon earliest expiration date, our actual margins wiil be impacted by the cost
associated with the specific units that are sold. Additionally, we may experience fluctuations in quarterly
manufacturing yields and if this occurs, we would expect the cost of product sales of Vancocin, and accordingly,
gross product margin percentage, to fluctuate from quarter to quarter. Further, if we enter into fee-for-service or
inventory management agreements with wholesalers in future periods, the fees would negatively impact our
gross product margins.

Research and development expenses

For each of cur research and development programs, we incur both direct and indirect expenses. Direct
expenses include third party costs related to these programs such as contract research, consulting, cost sharing
payments or receipts, and preclinical and development costs. Indirect expenses include personnel, facility, and
other overhead costs. Due to recent advancements in our clinical development programs, we expect future costs
to exceed current costs.

Research and development expenses were divided between our research and development programs in the
following manner:

For the years ended

December 31, |
(in thousands) 2006 2005
Direct—Core programs
OV e $10,496 § 4817
HOV e 753 90
Vancocin/ C. difficile . ... i 794 236
Direct—Non-core programs
Commoncold . ... ... .. e 28 13
Indirect
Development . ... e e e 7,091 5,454
Total . s $19,162  $10,610

Direct Expenses—Core Development Programs

Related to our CMV program, during the year 2006 we concluded analysis of data from our phase 2 clinical
trial with maribavir, which demonstrated that maribavir significantly reduces CMV reactivation in patients who
had undergone allogeneic stem cell transplantation. We initiated dosing in a phase 3 study of maribavir in the
prevention of CMYV disease in allogeneic stem cell transplantation and continued conducting and analyzing data
from various phase 1 clinical trials. We are also preparing for a second phase 3 study of maribavir in solid organ
transplant patients. Included in the CMV expenses in 2006 is $3.0 miilion related to a milestone payment due to
GlaxoSmithKline associated with the initiation of the phase 3 study of maribavir, which was paid in February
2007. In 2005, we were conducting one phase 2 clinical study, completing enrcllment for the phase 2 clinical trial
in November 2005, and were conducting or analyzing data from various phase 1 clinical trials with maribavir.

Related to our HCV program, costs in 2006 primarily represent those paid to Wyeth in connection with our
cost-sharing arrangement related to discovery for screening compounds against HCV. In addition, in accordance
with our cost-sharing arrangement, during the year 2006, we conducted a phase 1b clinical trial which
demonstrated the antiviral activity of HCV-796 in combination with pegylated interferon, and we began dosing
in a phase 2 study of HCV-796. During 2005, we initiated phase 1 clinical trials with HCV-796. Wyeth pays a
substantial portion of the collaboration’s predevelopment and development expenses. In addition, during the
quarter ended March 31, 2005, we halted development on our former HCV lead product candidate, HCV-086.

Related to our Vancocin/C. difficile program, costs in 2006 related to research and development activities,
including costs related to non-toxigenic strains of C, difficile.
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Direct Expenses—Non-core Development Programs

We incurred minimal direct costs related to our common cold program licensed to Schering-Plough.

Indirect Expenses

These costs primarily relate to the compensation of and overhead attributable to our development team,
which increased in 2006 to support our advancements in development programs.

Marketing, general and administrative expenses

Marketing, general and administrative (MG&A) expenses increased $14.1 million in 2006 to $24.6 million
from $10.5 million in 2003. The largest contributors to this increase were share-based compensation expense
($3.8 million), general legal and consulting costs ($2.7 million) and medical education costs ($2.1 million). Other
contributors included corporate franchise taxes, business development costs and commercial related expenses,
which collectively increased by $3.5 million. Legal and consulting costs for the year ended December 31, 2006
include $2.3 million of costs beginning in March 2006 related to our opposition to the attempt by the OGD
regarding the conditions that must be met in order for a generic drug application to request a waiver of in-vivo
bicequivalence testing for copies of Vancocin. We anticipate that these additional legal and consulting costs will
continue at this level, or possibly higher, in future periods as we continue this opposition.

Intangible amortization and acquisition of technology rights

Intangible amortization is the result of the Vancocin product rights acquisition in the fourth quarter of 2004.
Additionally, as described in our agreement with Lilly, to the extent that we incur an obligation to Lilly for
additional payments on Vancocin sales, we have contingent consideration. We record the obligation as an
adjustment to the carrying amount of the related intangible asset and a cumulative adjustment to the intangible
amortization upon achievement of the related sales milestones. Contingent consideration and Lilly related
additional payments are more fully described in Note 6 of the Consolidated Financial Statements.

Intangible amortization for the years ended December 31, 2006 and 2005 were comparable at $5.7 million
and $5.2 million respectively. The comparatives are impacted by cumulative adjustments, which were 30.4
million in 2006 and $0.3 million in 2005.

In March 2006, as a result of OGD’s change in approach relating to generic bioequivalence determinations,
we reviewed the value of the intangible asset and concluded that there was no impairment of the carrying value
of the intangible assets or change to the useful lives as estimated at the acquisition date. Additionally, on an
ongoing periodic basis, we evaluate the useful life of these intangible assets and determine if any economic,
governmental or regulatory event has modified their estimated useful lives. This evaluation did not result in a
change the life of the intangible assets during the year ended December 31, 2006. We will continue to monitoer
the actions of the OGD and consider the effects of our opposition efforts and the announcements by generic
competitors or other adverse events for additional impairment indicators and we will reevaluate the expected
cash flows and fair value of our Vancocin-related assets, as well as estimated useful lives, at such time.

Other Income {Expense)
Change in fair value of derivative liability
The change in fair value of derivative liability related to the senior convertible notes that were outstanding

during 2005, ali of which were converted by July 2005. Therefore, there is no impact in 2006.

As it relates to 2005, based upon relevant information available at that time, we estimated the fair value of
the make-whole provision contained within our senior notes using a Monte Carlo simulation model to be
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$8.6 million, which included $7.9 million at the time of conversion of the senior notes into senior convertible
notes in January 2005 and $0.7 million upon exercise of the initial investors’ purchase option in April 2005. This
fair value of the make-whole provision, which was recorded as a derivative liability, was adjusted quarterly for
changes in fair value during the pericds that the senior convertible notes were outstanding, with the
corresponding charge or credit to change in fair value of derivative liability. These adjustments resulted in a loss
on the change in fair value of derivative liability of $34.0 million for the year ended December 31, 2005.

Gain on sale of short term investments

During 2006, we sold our marketable securities investment in SIGA Technologies, Inc. for a gain of $1.7
million,

Net (loss) gain on bond redemption

On March 1, 2006, the Company redeemed the remaining $78.9 million principal amount of subordinated
convertibie notes for $79.6 million. This eliminated our long-term debt that was outstanding at December 31,
2003. The charge of $1.1 million related to this payment in the first quarter of 2006, represents a premium of
$0.7 million and the write-off of deferred finance costs of $0.4 million at March 1, 2006.

In 2005, we recorded a $1.1 million net gain on the repurchase of $49.0 million of subordinated convertible
notes for $47.6 million. The net gain is comprised of the gross gain of $1.4 million less the write-off of $0.3
million of deferred finance costs.

Interest Income

Interest income for the years ended December 31, 2006 and 2005 was $9.9 million and $2.0 million,
respectively. Interest income increased due to an increase in investments, principally related to the cash received
from the issuance of common stock in our December 2005 public offering, $10 million related to the sale of
equity to Wyeth, and cash inflows from operating activities, and higher rates of return in 2006 as compared to
2005.

Interest Expense

For the year ended
December 31,

(in thousands) 2006 2005

Interest expense on 6% subordinated convertiblenotes . ........... ... ...... 5790 § 6,150

Interest expense on 10% SENIOTNOIES . . .o v vttt et iies — 330
Interest expense on 6% senior convertiblenotes . ......... ... . ... ... — 1,635
Amortization and write-offs of finance costs . ......... .. ... .. ... ... ..., 75 981
Amortization of debt discount . ... ... ... . . . e — 697
Beneficial conversion feature . ... e (179 1,489
L 13T 11 (=3 _— 22
Total INTErest EXPENMSE . . . .. i ittt it ettt et e e e e e e e e e e e e et e 5686 311,304

Interest expense on notes includes interest on all our notes outstanding and decreased over 2005 due to
varying principal amounts outstanding during the periods. Interest expense and amortization of finance costs in
2006 relates entirely to the subordinated convertible notes, which were redeemed on March 1, 2006.
Amortization of finance costs and debt discount in 2003 relates primarily to the senior convertible notes issued in
January and April 2003, which were fully converted to common stock during the year.
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The beneficial conversion feature relates to the automatic conversions of the senior convertible notes in June
and July 2005 and is the result of the fair value of the shares of common stock on the commitment date
exceeding the stock value as defined by the auto-conversion provisions. In the third quarter of 2006, we released
the remaining liability associated with the auto-conversion provisions as the likelihood of payment is remote,
resulting in a credit to interest expense.

Income Tax Expense

Our effective income tax rate was 38.6% and benefit of 49.8% for the years ended December 31, 2006 and
2005, respectively. The 2005 income tax amounts are not comparable to 2006 as we released a portion of our
valuation allowance to establish deferred tax assets in 2005. In addition to federal and state income tax at
statutory rates and the effects of various permanent differences included in ali periods for which income tax
expense is reported, our income tax expense of $41.9 million for the year ended December 31, 2006 also includes
the impact of provision to return adjustments and the impact of adjustments (o state apportionment rates. We
currently anticipate an effective tax rate of 38.1% for the year ended December 31, 2007. However, this may be
reduced due to the orphan drug designation for maribavir received in February 2007.

Years ended December 31, 2005 and 2004

For the years ended
December 31,

{in thousands) 2005 2004
Net product Sales ... ..o e $125.853 § 8,348
TOtAl TEVEIUES & v v v e et e e e e e e s e e e ettt et e $132,417 $ 22,389
GIOSS MATEIN .« ..ottt ettt e e et enaa e e e $107,824 $ 6,631
Operating income {lOS8) ... ...ttt $ 88,145  §(12,009)
INELINCOME (JOSSY .+« v vt e e et e ettt e e et e ee it $113,705  $(19,534)
Net income (loss) per share:

BaASIC - o oo e e $ 235 § (0.73)

DiIluted . ... e $ 202 S (0.73)

The improvement in net operating results of $133.2 million was due primarily to gross product margin (net
product sales less cost of sales) provided by Vancocin net product sales represented above, and the income tax
benefit of releasing a portion of our valuation allowance to establish deferred tax assets. Operating results in
2005 were also impacted by $6.0 million in revenue from the sale of inventory to Schering-Plough pursuant to
our 2004 license agreement, while 2004 includes $12.5 million in revenue from Schering-Plough agreements.
The net loss in 2004 also includes $9.2 million of costs related to our January 2004 restructuring.

Revenues
Revenues consisted of the following:

For the years ended

December 31,
{(in thousands) 2005 2004
Net product SAlES ... ..ottt $125.853 § 8,348
License fees and milestones reVENUES . .. oot vt i i e e e reeanes 6,564 13,070
Grant and Other TEVEMUES . . .« o vttt e it v e et e e et e aans — 971
TOLAl FEVETIUES . . v o o e oo e et e it e ettt ittt et e e e $132.417  $22,389

Revenue—Vancocin product sales

In 2004, Vancocin sales commenced in November 2004, upon our acquisition of the product from Lilly. The
factors contributing to the level of net sales of Vancocin in the year ended December 31, 2005 include a 34.5%
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increase in prescriptions, as reported by a third-party, over the 2004 period and the realization of the sales price
increases announced in December 2004, March 2005 and August 2005. Additionally, we believe the 2005 net
product sales were affected by wholesaler inventory restocking to normal levels during the first quarter of 2005.
resulting from Lilly’s product allocation during the third and fourth quarters of 2004.

Net sales of Vancocin were $40.3 million and $125.9 million for the three and twelve-months ended
December 31, 2005, respectively, driven by price increases and prescription demand. Prescriptions increased
39.5% and 34.5% for the three and twelve months ended December 31, 2005, respectively, as compared to the
same periods in 2004. Additionally, while fourth quarter 2005 prescriptions decreased approximately 4.0% from
third quarter 2005 prescriptions, net sales of Vancocin in the fourth quarter of 2005 increased 13.1% over the
third quarter of 2005. The prescription trend in the fourth quarter of 2005 compares favorably to the 6.3%
decrease experienced from the third to fourth quarter of 2004. This increase was due to the following factors: the
impact of the price increases announced tn August 2005 and an increase in estimated wholesaler inventory to
levels that we believe to be at the higher end of normal, partially offset by the fact that in the fourth quarter of
2005, the unit mix sold between the two presentations of Vancocin favored the lower priced presentation
compared to the preceding quarter. We can not predict future prescription demand with any certainty. In the 2004
periods, net product sales were $8.3 million for the three and twelve months ended December 31, 2004, which
are not comparable to the 2005 periods as we acquired Vancocin from Lilly in November 2004.

During 2004 and a portion of the quarter ended March 31, 2005, Vancocin was sold under our transition
services agreement with Lilly, who was our only customer during the transition period. The transition agreement
was terminated in January 2005, and upon the termination, we began selling directly to wholesalers.
Approximately 95% of our sales are to three wholesalers. Vancocin product sales are influenced by prescriptions
and wholesaler forecasts of prescription demand, which could be at different levels from period to period. As of
December 31, 2005, we reviewed net sales under our revenue recognition policy and no deferrals were necessary.
This review also resulted in our determination that the estimated inventory held at the end of December 2005 by
the three largest wholesalers, although increased from September 2005, was within a normal range for Vancocin.

Revenue—License fee and milestone revenue
License fee and milestone revenue primarily includes the following:

« In 2005, the sale of inventory for $6.0 million pursuant to the terms of our license agreement with
Schering-Plough for intranasal pleconaril.

*  In 2004, payments of $10.0 million pursuant to the terms of our license agreement with Schering-
Plough for intranasal pleconaril.

»  In 2004, advanced payments from Schering-Plough of $2.5 million.

»  In both 2004 and 2005, amortization of payments received under our agreement with Wyeth of $0.6
million.

Our license fee and milestone revenues result from existing or future collaborations of development-stage
product and currently vary greatly from period to period. (See “Liquidity, Operating Cash Inflows” for
additional information)

Revenue—Grant and other revenue

For 2005, we recognized no grant and other revenue. During 2004, we recognized $0.7 million related to
amounts agreed to be paid under our agreement with Schering-Plough and $0.3 million in grant payments under
contracts that were transferred to a third party during 2004.

45



Cost of sales and gross product margin

For the years ended
December 31,

({in thousands) 2005 2004

Net product sales ... ... i i e $125,853  $8,348
oSt Of 8818 L L o e e e 18,029 1,717
Gross product margin ... .. L. $107,824  $6,031

Vancocin cost of sales includes the cost of materials and distribution costs. Qur gross product margin rate
{net product sales less cost of sales as a percent of net product sales) for Vancocin increased in 2005 to 85.7%
from 79.4% in 2004, which was primarily the result of our price increases announced in December 2004, March
2005 and August 2005.

As part of our November 2005 amendment of our manufacturing agreement with Lilly, we increased the
amount of Vancocin that Lilly supplied to us, which resulted in additional costs for finished goods at
December 31, 2005 of $4.4 million.

Research and development expenses

For each of our research and development programs, we incur both direct and indirect expenses. Direct
expenses include third party costs related to these programs such as contract research, consulting, cost sharing
payments or receipts, and preclinical and development costs. Indirect expenses include personnel, facility, and
other overhead costs.

Research and development expenses were divided between our research and development programs in the
following manner:

For the years ended
December 31,

{in thousands) 2005 2004
Direct—Core programs

MY e e e e $ 4817 % 3,207
HOV 90 1,317
Vancocin / C. difficile . ... .. .. . . . i 236 —
Direct—Non-core programs

Common cold .. ... . e 13 106
Indirect

Development . ... . e 5,454 8,239
Discoveryresearch . ...... ... . ... . i — 3,519
Total .. e e $10,610 316,388

Direct—Core Programs

Related to our CMV program, during 2005 we were conducting one phase 2 clinical study involving
CMV-seropositive subjects who have undergone allogeneic stem cell transplantation and were collecting or
analyzing data from several phase 1 clinical trials with maribavir (to evaluate the potential for drug interactions,
pharmacokinetics in subjects with renal or hepatic impairment, and the evaluation of different tablet
formulations). In November 2005, we completed enrollment in our phase 2 clinical trial. During 2004, we
initiated two phase 1 clinical trials with maribavir to evaluate the potential for drug interactions and to evaluate

46




the pharmacckinetics of maribavir in subjects with renal impairment, respectively, and we initiated one phase 2
clinical study involving CMV-seropositive subjects who have undergone allogeneic stem cell transplantation.

Related to our HCV program, 2005 costs included payments to Wyeth made in accordance with our cost-
sharing arrangement. During 2005, we initiated phase | clinical trials with our HCV compound, HCV-796. In
addition, during the quarter ended March 31, 2005, we halted development on our former HCV lead product
candidate, HCV-086. During 2004, the primary drivers of these costs were phase | clinical trials for HCV-086
and preclinical activities related to HCV-796.

During 2005, we incurred costs totaling $0.2 million for research and development activities related to
Vancocin and C. difficile. During 2004, we had no similar activities,

Direct—Non-Core Programs

In 2003, we incurred minimal direct costs related to our common cold program. 1In 2004, all non-core
program direct expenses were related to the completion of phase 1 clinical trials with the intranasal formulation
of pleconaril, which was our only active product candidate in our non-core programs. The gross costs of $1.1
million for the year ended December 31, 2004 were netted by a $0.4 million credit from a revision of the
estimated costs accrued for clinical development related to the oral formulation of pleconaril and a $0.6 million
credit resulted from a settlement of a disputed accounts receivable for shared development expenses for oral
formulation of pleconaril. In November 2004, Schering-Plough assumed responsibility for all future development
and commercialization of pleconaril.

Indirect Expenses

The decrease in expenses related to indirect development activities was due pnimarily to the reduction of
headcount and costs that resulted from our January 2004 restructuring.

We had no discovery research costs in 2005 as we exited these activities in our January 2004 restructuring.
In 2004, our indirect expenses related to our discovery research activities also included $1.8 million in costs
related to our January 2004 restructuring,

Marketing, general and administrative expenses

Marketing, general and administrative (MG&A) expenses of $10.5 million decreased $5.2 million for the
year ended December 31, 2005 compared to the same period in 2004. The $5.2 million decrease was primarily
due to $5.6 million of costs related to the January 2004 restructuring, $1.1 million charge related to the exit of an
operating tease in 2004, and $0.6 million of second quarter 2004 costs related to our terminated bond offering.
After considering these 2004 expenses, MG&A increased by $2.1 million primarily due to 2005 commercial and
other personnel related expenses, partially offset by reduced facility costs.

Intangible amortization and acquisition of technology rights

Intangible amortization is the result of the Vancocin product rights acquisition in the fourth quarter of 2004.
We had a valuation study performed by a third party, based on information provided by management, to
determine the allocation of the estimated purchase price of the Vancocin acquisition among the intangible assets
acquired as well as their estimated amortization peried.

Intangible amortization was $5.2 million for 2005 and $0.7 million for 2004. The 2005 period includes $0.3
million of cumulative amortization related to $10.5 million contingent consideration.

As of December 31, 2005, there was no impairment of the carrying value of the intangible assets or change
to the useful lives as estimated at the acquisition date.
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Other Income (Expense)
Change in fair value of derivative liability

Based upon relevant information available, we estimated the fair value of the make-whole provision
contained within our senior notes using a Monte Carlo simulation mode] to be $8.6 million, which included $7.9
million at the time of conversion of the senior notes into sentor convertible notes in January 2005 and $0.7
million upon exercise of the initial investors” purchase option in April 20035. This fair value of the make-whole
provision, which was recorded as a derivative liability, was adjusted quarterly for changes in fair value during the
periods that the senior convertible notes were outstanding, with the corresponding charge or credit to change in
fair value of derivative liability. These adjustments resulled in a loss on the change in fair value of derivative
liability of $4.0 million for the year ended December 31, 2005. Since all the senior convertible notes were
converted in July 2003, no derivative liability remains.

Net gain on bond repurchase

We recorded a $1.1 million net gain on the bond repurchase related to the repurchase of $49.0 million of
subordinated convertible notes in 2005 for $47.6 million. The net gain is comprised of an aggregated gross gain
of $1.4 million, less the write-off of $0.3 million of deferred finance costs.

Gain on sale of biodefense assets, net

During the third quarter of 2004, we sold certain of our non-core assets, including compounds, assays and
other intellectual property related to the development of antiviral drugs targeting the smallpox virus and viral
hemorrhagic fever viruses, which resulted in a net gain on sale of $1.7 million.

Interest Income

Interest income for years ended December 31, 2005 and 2004 was $2.0 million and $1.1 million, respectively.
Interest income increased primarily due to investments of the cash received from the issuance of common stock
in December 2005. Prior to that increase in cash, interest income had not fluctuated materially as interest rate
increases had offset our then lower invested balances.

Interest Expense

For the vears ended
December 31,

{in thousands) 2005 2004
Interest expense on 6% subordinated converiblenotes . .. ... ... ... . L. $ 6150 § 7,657
Interest expense on 10% Semiornotes ... ... . ... it 330 1,267
Interest expense on 6% senior convertiblenotes ........ ... .. .. L 1,635 —
Amortization of fiNANCE COSIS ... . i e it i e et e, 981 1,369
Amortization of debtdiscount ... ... ... ... ... . . ... ... ... ... 697 —_
Beneficial conversion feature ... ... .. .. 1,489 —_
Other interest . .. ... ... e e e e 22 27
Total INErest EXPENSE . o oo vttt e e e oottt et e e e e e e e e e e e $11,304  $10,320

Interest expense on notes includes interest on all our notes outstanding and decreased over 2004 due to
varying principal amounis outstanding during the periods. Amortization of {inance costs and debt discount in
2005 relates primarily to the senior convertible notes issued in January and April 2005, which were fully
converted 10 common stock during the year, and in 2004 relates primarily to the senior notes issued in October
2004. The beneficial conversion feature related to the automatic conversions of the senior convertible notes in
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June and July 2005 and is the result of the fair value of the shares of common stock on the commitment date
exceeding the stock value as defined by the auto-conversion provisions. See Note 9 of the Consolidated Financial
Statements regarding the automatic conversion.

Income Tax Benefit

Our effective income tax benefit rate was 49.8% for the year ended December 31, 2005. Our income tax
benefit of $37.8 million for the year ended December 31, 2005 includes $47.8 million to record our deferred tax
assets by reducing our valuation allowance. This was necessary as we believe we will utilize a portion of the net
operating loss and credit carryforwards, among other things. Additionally, we recorded income tax expense of
$10.0 million, based on a combined federal and state estimated annual effective tax rate of 13.2%. The estimated
annual effective tax rate was based on our estimated taxable income for 2005, which includes, among other
things, the utilization of a portion of our available net operating loss and credit carryforwards.

Liquidity

We expect that our near term sources of revenue will arise from Vancocin product sales and milestone and
license fee payments that we may receive from Wyeth and Schering-Plough if agreed upon events under our
agreements with each of these companies are achieved. However, we cannot predict what the actual sales of
Vancocin will be in the future, the outcome of our effort to oppose the OGD’s approach to bioequivalence
determinations for generic copies of Vancocin is uncertain, and there are no assurances that the events that
require payments to us under the Wyeth and Schering-Plough arrangements will be achieved. In addition, there
are no assurances that demand for Vancocin will continue at historical or current levels.

Our ability to generate positive cash flow is also impacted by the timing of anticipated events in our CMV
and HCV programs, including results from clinical trials, the results of our product development efforts, and
variations from our estimate of future direct and indirect expenses.

While we anticipate that cash flows from Vancocin, as well as our current cash, cash equivalents and short-
term investments, should allow us to fund substantially all of our ongoing development and other operating costs,
we may need additional financing in order to expand our product portfolio. At December 31, 2006, we had cash,
cash equivalents and short-term investments of $255.4 million. At December 31, 2006, the annualized weighted
average nominal interest rate on our short-term investments was 5.26%.

Overall Cash Flows

During the year ended December 31, 2006, we generated $95.0 million of net cash from operating activities,
primarily from the cash contribution of Vancocin, which includes the impact on net income and decreases in
inventory {as result of lower per unit costs, as more fully described in Note 4 to the Consolidated Financial
Statements) and accounts receivable. Partially offsetting these cash contributions is the impact of decreases in
accounts payable and accrued expenses. We also used $209.0 million of cash for investing activities, as we
purchased short-term investments. Our net cash used in financing activities for the year ended December 31,
2006 was $66.7 million, primarily from the March 2006 redemption of the subordinated convertible notes for
$79.6 million, which was partially offset by the $10.0 million purchase of common stock by Wyeth in the third
quarter of 2006 related to a milestone.

Operating Cash Inflows

We began to receive cash inflows from the sale of Vancocin in January 2005. We cannot reasonably
estimate the period in which we will begin to receive material net cash inflows from our product candidates
currently under development. Cash inflows from development-stage products are dependent on several factors,
including the achievement of milestones and regulatory approvals. We may not receive milestone payments from
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any existing or future collaborations if a development-stage product fails to meet technical or performance
targets or fails to obtain the required regulatory approvals. Further, our revenues from collaborations will be
affected by efforts of our collaborative partners. Even if we achieve technical success in developing drug
candidates, our collaborative partners may not devote the resources necessary to complete development and
commence markeling of these products, when and if approved, or they may not successfully market these
preducts. The most significant of our near-term operating development cash inflows are as described below.

Operating Cash Outflows

The cash flows we have used in operations historically have been applied to research and development
activities, marketing and business development efforts, general and administrative expenses, servicing our debt,
and income 1ax payments. Bringing drugs from the preclinical research and development stage through phase 1,
phase 2, and phase 3 clinical trials and FDA approval is a time consuming and expensive process. Because our
product candidates are currently in the clinical stage of development, there are a variety of events that could
occur during the development process that will dictate the course we must take with our drug development
efforts and the cost of these efforts. As a result, we cannot reasonably estimate the costs that we will incur
through the commercialization of any product candidate. However, due to recent advancements in our trials, we
expect future cosls to exceed current costs. The most significant of our near-term operating development cash
outflows are as described under “Development Programs™.

Development Programs

For each of our development programs, we incur both direct and indirect expenses. Direct expenses include
third party costs related to these programs such as contract research, consulting, cost sharing payments or
receipts, and preclinical and clinical development costs. Indirect expenses include personnel, facility and other
overhead costs. Additionally, for some of our development programs, we have cash inflows and outflows upon
achieving certain milestones.

Core Development Programs

CMV program—From the date we in-licensed maribavir through December 31, 2006, we paid $19.1 million
of direct costs in connection with this program, including the acquisition fee of $3.5 million paid to GSK for the
rights to maribavir in September 2003.

During 2007, we expect maribavir-related activities to include continved recruitment into the ongoing phase
3 study in patients undergoing allogeneic stem cell transplant, as well as initiation of a phase 3 study in patients
who have received a liver transplant. We will also continue to conduct phase 1 clinical pharmacology studies 1o
support the overall clinical development program. Based on the execution of phase 3 clinical development
studies, we expect our expenses in 2007 for the CMV program to be substantialty higher than in 2006. We are
solely responsible for the cost of developing our CMV product candidate.

Should we achieve certain product development events, we are obligated to make certain milestone
payments to GSK, the licensor of maribavir. The $3.0 million milestone relaied to the initiation of the phase 3
study occurred in the third quarter of 2006, was accrued as of December 31, 2006 and was paid in February 2007.
Therefore, it 1s excluded from the $19.1 million described above.

HCV program—From the date that we commenced predevelopment activities for compounds in this
program that are currently active through December 31, 2006, we paid $2.8 million in direct expenses for the
predevelopment and development activities relating to such compounds. These costs are net of contractual cost
sharing arrangements between Wyeth and us. Wyeth pays a substantial portion of the collaboration’s
predevelopment and development expenses.
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During 2007, the planned activities for our HCV product candidate, HCV-796, include completion of
enrollment in a phase 2 study of HCV-796 when dosed in combination with pegylated interferon and ribavirin.
An additional cohort or cohorts may be added to the study at doses higher or lower than the current 500
milligram BID dose to asses the dose/response relationship. Depending on results of this study, Wyeth and we
may initiate one or more clinical studies in 2007. We have and expect to continue to conduct studies of HCV-796
in combination with other antiviral compounds. The results of the planned studies, along with other
predevelopment activities performed during the year, will significantly impact the timing and amount of
expenses we will incur related to this program in future periods. In addition, discussions with the FDA regarding
these studies may impact the timing, nature and cost of future planned studies. Additionally, 2007 will continue
to include costs associated with discovery activilies as Wyeth and we renew some limited preclinical screening
activity.

In August 2006, Wyeth and we announced that data indicated that HCV-796 achieved a “proof of concept”
milestone under the companies’ agreements. In connection with meeting the proof of concept milestone, Wyeth
purchased 981,836 shares of ViroPharma's common stock for a purchase price of $10.0 million. See Notes 10
and 11 of the Consolidated Financial Statements for additional information. This stock purchase represents the
last of three stock purchases outlined in the companies’ agreements. Should we achieve certain additional
product development events, Wyeth is required to pay us certain cash milestones pursuant to terms of our
collaboration agreement. However, there can be no assurances that we will be successful in achieving these
milestones.

Vancocin and C. difficile related—We acquired Vancocin in November 2004 and have spent approximately
$0.3 million in direct research and development costs related to Vancocin or on related C. difficile activities since
acquisition.

During 2007, we expect our research and development activities in the field of C. difficile 10 increase
significantly, primarily related to our rights to develop non-toxigenic strains of C. difficile for the treatment and
prevention of CDAD. Therefore, we expect direct costs to increase above 2006 levels.

Direct Expenses—Non-Core Development Programs

Conumon Cald—From the date that we commenced predevelopment activities for the intranasal formulation
of pleconaril through December 31, 2004, we incurred $1.9 million in direct expenses. We have not incurred any
significant direct expenses in connection with this program since 2004, nor will we in the future, as Schering-
Plough has assumed responsibility for all future development and commercialization of pleconaril.

In November 2004, we entered into a license agreement with Schering-Plough under which Schering-
Plough has assumed responsibility for all future development and commercialization of pleconaril. Schering-
Plough paid us an initial license fee of $10.0 million in December 2004 and purchased our existing inventory of
bulk drug substance for an additional $6.0 million in January 2005. We will also be eligible to receive up to an
additional $65.0 million in milestone payments upon achievement of certain targeted regulatory and commercial
events, as well as royalties on Schering-Plough’s sales of intranasal pleconaril in the licensed territories.

Business development activities

Through December 31, 2006, we paid an acquisition price of $116.0 million, paid $17.1 million related to
additional purchase price consideration tied to product sales (see Note 6 of the Consolidated Financial
Statements) and incurred $2.0 million of fees and expenses in connection with the Vancocin acquisition.

In addition, we intend to seek to acquire additional products or product candidates. The costs associated
with evaluating or acquiring any additional product or product candidate can vary substantially based upon
market size of the product, the commercial effort required for the preduct, the product’s current stage of
development, and actual and potential generic and non-generic competition for the product, among other factors.
Due to the variability of the cost of evaluating or acquiring business development candidates, it is not feasible to
predict what our actual evaluation or acquisition costs would be, if any, however, the costs could be substantial.
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Debt service requirements

Subordinated Convertible Notes

On March 1, 2006, we redeemed the remaining $78.9 million principal amount of subordinated convertible

notes for $79.6 million. This eliminated all long-term debt that was outstanding at December 31, 2005. See Notes
8 and 9 of the Consolidated Financial Statements for additional information regarding our subordinated
convertibie notes.

Contractual Obligations

Future contractual obligations and commerctal commitments at December 31, 2006 are as follows:

M
{in thousands) 1 year lhaol: %
Contractual Obligationst'K2! Total orless 2-3years 4-5years years
Operating 1eases® .. .. ..ot $154 $73  $81 $— 55—
Total ..o $154 873 $81  $—  $—

2)

3

This table does not include any milestone payments under our agreement with GSK in relation to our
in-licensed technology, as the timing and likelihood of such payments are not known and the $3.0 million
milestone payable is accrued. Similarly, it does not include any additional payments due to Lilly in
connection with the Vancocin acquisition, as the amount and timing of future additional payments are not
determinable. Under the terms of the agreement with Lilly, Lilly is entitled to additional payments on net
sales of Vancocin through 201 1. The additional payments to be paid to Lilly are calculated as follows:

2007 35% payment on net sales between $48-65 million
2008 through 2011 35% payment on net sales between $45-65 million

No additional payments are due to Lilly on sales of Vancocin below or above the sales levels reflected in the
above table. We account for purchase price consideration as contingent consideration and will record an
adjustment to the carrying amount of the related intangible asset and a cumulative adjustment to the
intangible amortization upon achievement of the related sales milestones. Assuming the maximum threshold
is met at the end of each year, the cumulative amortization adjustment would be $0.7 million, $1.2 million
and $1.4 million in the years ended December 31, 2007, 2008 and 2009, respectively.

In the event we develop any product line extensions, revive discontinued vancomycin product lines
(injectable or oral solution), make improvements of existing products, or expand the label to cover new
indications, Lilly would receive an additional royalty on net sales on these additional products for a
predetermined time period.

This table does not include various agreements that we have entered into for services with third pany
vendors, including agreements to conduct clinical trials, to manufacture product candidates, and for
consulting and other contracted services due to the cancelable nature of the services. We accrue the costs of
these agreements based on estimates of work completed to date. We estimate that approximately $11.0
million will be payable in future periods under arrangements in place at December 31, 2006. Of this amount,
approximately $0.7 million has been accrued for work estimated to have been completed as of

December 31, 2006 and approximately $10.3 million relates to future performance under these
arrangements.

The table above does not include the operating lease associated with facility lease as it was terminated on
January 30, 2007 when we finalized the purchase of the facility for $7.65 million, which was paid in January
2007. However, as of December 31, 2006, we were leasing 33,000 square feet in a facility located in Exton,
Pennsylvania for our marketing, development and corporate activities under an operating lease that would
have expired in 2017 and had $7.5 million in future rental obligations.

Operating leases represent equipment leases.
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Capital Resources

While we anticipate that revenues from Vancocin will continue to generate positive cash flow and should
allow us to fund substantially all of our ongoing development and other operating costs, we may need additional
financing in order to expand our product portfolio. Should we need financing, we would seek to access the public
or private equity or debt markets, enter into additional arrangements with corporate collaborators to whom we
may issue equity or debt securities or enter into other alternative financing arrangements that may become
available to us.

Financing

We have an effective Form S-3 universal shelf registration statement filed with the Securities and Exchange
Commission for the potential additional issuance of up to approximately $39 million of our securities. The
registration statement provides us with the flexibility to determine the type of security we choose to sell,
including common stock, preferred stock, warrants and debt securities, as well as the ability to time such sales
when market conditions are favorable.

If we raise additional capital by issuing equity securities, the terms and prices for these financings may be
much more favorable to the new investors than the terms obtained by our existing stockholders. These financings
also may significantly dilute the ownership of existing stockholders.

If we raise additional capital by accessing debt markets, the terms and pricing for these financings may be
much more favorable to the new lenders than the terms obtained from our prior lenders. These financings also
may require liens on certain of our assets that may limit our flexibility.

Additional equity or debt financing, however, may not be available on acceptable terms from any source as
a result of, among other factors, our operating results, our inability to achieve regulatory approval of any of our
product candidates, our inability to generate revenue through our existing collaborative agreements, and our
inability to file, prosecute, defend and enforce patent claims and or other intellectual property rights. If sufficient
additional financing is not available, we may need to delay, reduce or eliminate current development programs,
or reduce or eliminate other aspects of our business.

Critical Accounting Policies

Qur consolidated financial statements and accompanying notes are prepared in accordance with accounting
principles generally accepted in the United States of America. Preparing consolidated financial statements
requires us to make estimates and assumptions that affect the reported amounts of assets, liabilities, revenues and
expenses and contingent assets and liabilities. Actual results could differ from such estimates. These estimates
and assumptions are affected by the application of our accounting policies. Critical policies and practices are
both most important to the portrayal of a company’s financial condition and results of operations, and require
management’s most difficult, subjective or complex judgments, often as a result of the need to make estimates
about the effects of matters that are inherently uncertain.

Our summary of significant accounting policies is described in Note 2 to our Consolidated Financial
Statements included in this Form 10-K. However, we consider the following policies and estimates to be the most
critical in understanding the more complex judgments that are involved in preparing our consolidated financial
statements and that could impact our results of operations, financial position, and cash flows:

. Product Sales—Product revenue is recorded upon delivery to the wholesaler, when title has passed,
price is determined and collectibility is reasonably assured. At the end of each reporting period, as part
of an analysis of returns, utilizing our revenue recognition policy (derived from the criteria of SEC
Staff Accounting Bulletin No. 104, including Statement of Financial Accounting Standards No. 48,
“Revenue Recognition When Right of Return Exists™) we analyze our estimated channel inventory and

53



we would defer recognition of revenue on product that has been delivered if we believe that channel
inventory at a period end is in excess of ordinary business needs and if we believe the value of potential
returns is materially different than our returns accrual. Further, in connection with our analysis of
returns, if we believe channel inventory levels are increasing without a reasonably correlating increase
in prescription demand, we proactively delay the processing of wholesaler orders until these levels are
reduced. For the first time since acquiring Vancocin in November 2004, during the third and fourth
quarters of 2006, we delayed orders received from customers based on the knowledge that they were
ordering in excess of retail demand, as they anticipated that we would be implementing a price
increase.

We establish accruals for chargebacks and rebates, sales discounts and product returns. These accruals
are primarily based upon the history of Vancocin, including both Lilly and our ownership periods. We
also consider the volume and price of our products in the channel, trends in wholesaler inventory,
conditions that might impact patient demand for our product (such as incidence of disease and the
threat of generics) and other factors.

In addition to internal information, such as unit sales, we use information from external resources,
which we do not verify, to estimate the channel inventory. Our external resources include prescription
data reported by IMS Health Incorporated and written and verbal information obtained from two of our
three largest wholesaler customers with respect to their inventory levels.

Chargebacks and rebates are the most subjective sales related accruals. While we currently have no
contracts with private third party payors, such as HMO’s, we do have contractual arrangements with
governmental agencies, including Medicaid. We establish accruals for chargebacks and rebates related
to these contracts in the period in which we record the sale as revenue. These accruals are based upon
historical experience of government agencies’ market share, governmental contractual prices, our
current pricing and then-current laws, regulations and interpretations. We analyze the accrual at least
quarterly and adjust the balance as needed. We believe that if our estimates of the rate of chargebacks
and rebates as a percentage of annual gross sales were incorrect by 10%, our operating income and
accruals would be impacted by approximately $1.0 million in the period of correction.

In the fourth quarter of 2006, while continuing to monitor the implementation process of Medicare Part
I» and consistent with our normal process, we performed an analysis on the share of Vancocin sales
that ultimately go to Medicaid recipients and result in a Medicaid rebate. As part of that analysis, we
considered our actual Medicaid historical rebates processed, total units sold and fluctuations in channel
inventory, As such, we reduced our rebates accrual related to the prior quarters of 2006 by
approximately $0.8 million. While we anticipate that our Medicaid rebate accrual should remain at this
lower level based on actual experience since the implementation of Medicare Part D, the factors
addressed above could ultimately result in a material impact on future periods.

Product returns are minimal. Product return accruals are estimated based on Vancocin’s history of
damage and product expiration returns and are recorded in the period in which we record the sale of
revenue, At each reporting period, we also compare our returns accrual balance to the estimated
channel inventory to ensure the accrual balance is reasonable and within an acceptable range. For
example, if the estimated channel inventory is at a high level, we could be required to adjust our
accrual upward. We believe any adjustment would be immaterial.

Discounts are related to payment terms and are fully accrued in the period in which we record the sale
of revenue. Since our customers consistently take the payment discount, we do not believe that future
periods will be materially impacted by a change in a previous discount accrual.

Impairment of Long-lived Assets—We review our fixed and intangible assets for possible impairment
whenever events occur or circumstances indicate that the carrying amount of an asset may not be
recoverable. Assumptions and estimates used in the evaluation of impairment may affect the carrying
value of long-lived assets, which could result in impairment charges in future periods. Such
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assumptions include, for example, projections of future cash flows and the timing and number of
generic/compeltitive entries into the market, in determining the undiscounted cash flows, and if
necessary, the fair value of the asset and whether an impairment exists. These assumptions are
subjective and could result in a material impact on operating results in the period of impairment. While
we reviewed our intangible assets in March 2006 in light of the actions taken by the OGD, we did not
recognize any impairment charges. See Note 6 of the Consolidated Financial Statements for further
information. We will continue to monitor the actions of the OGD and consider the effects of our
opposition actions and the announcements by generic competitors or other adverse events for additional
impairment indicators and we will reevaluate the expected cash flows and fair value of our Vancocin-
related assets at such time.

On an ongoing periodic basis, we evaluate the useful life of intangible assets and determine if any
economic, governmental or regulatory event has modified their estimated useful lives. While we
reviewed the useful life of our intangible assets in March 2006 in light of the actions taken by the
OGD, we did not change the useful life of our intangible assets during the year ended December 31,
2006. See Note 6 of the Consolidated Financial Statements for further information.

Short-term Investments—We review our short-term investments on a periodic basis for other-than-
temporary impairments. This review considers credit worthiness and our intent and ability to hold until
malurity and is subjective as it requires management to evaluate whether an event or change in
circumstances has occurred in that period that may have a significant adverse effect on the fair value of
the investment. As of December 31, 2006, no unrealized losses are other-than-temporary.

Share-Based Employee Compensation—We adopted Statement of Financial Accounting Standards
No. 123R, Share-based Payment, (SFAS 123R) effective January 1, 2006. The calculation of this
expense includes judgment related to the period of time used in calculating the volatility of our
common stock, the amount of forfeitures and an estimate of the exercising habits of our employees,
which is also influenced by our Insider Trading Policy. Changes in the volatility of our common stock
or the habits of our employees could result in variability in the fair value of awards granted.

Income Taxes—Our annual effective tax rate is based on expected pre-tax earnings, existing statutory
tax rates, limitations on the use of tax credits and net operating loss carryforwards and tax planning
opportunities available in the jurisdictions in which we operate. Significant judgment is required in
determining our annual effective tax rate and in evaluating our tax position.

On a periodic basis, we evaluate the realizability of our deferred tax assets and liabilities and will
adjust such amounts in light of changing facts and circumstances, including but not limited to future
projections of taxable income, tax legislation, rulings by relevant tax authorities, tax planning strategies
and the progress of ongoing tax audits. We recognize the benefit of tax positions that we have taken or
expect to take on the income tax returns we file if such tax position is probable of being sustained.
Settlement of filing positions that may be challenged by tax authorities could impact the income tax
position in the year of resolution. Our current tax tiability is presented in the consolidated balance sheet
within income taxes payable.

At December 31, 2006, we had $80.5 million of gross deferred tax assets, which included the effects of
federal and state net operating loss (“NOL”) carryforwards of $40.3 million, capitalized research and
development costs of $29.0 million and other items of $11.2 million. These assets are offset by a $48.3
million valuation allowance as our ability to estimate long-term future taxable income with a high level
of certainty is limited. [n assessing the realizability of deferred tax assets, we consider whether it is
more likely than not that some portion or all of the deferred tax assets will not be realized. The ultimate
realization of deferred tax assets is dependent upon the generation of future taxable income during the
period in which those temporary differences becomes deductible or the NOLs and credit carryforwards
can be utilized. When considering the reversal of the valuation allowance, we consider the level of past
and future taxable income, the utilization of the carryforwards and other factors. Revisions to the
estimated net realizable value of the deferred tax asset could cause our provision for income taxes to
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vary significantly from period to period. Should we further reduce the valuation allowance of deferred
tax assets, a current year tax benefit will be recognized and future periods would then include income
taxes at a higher rate than the effective rate in the period that the adjustment is made.

As our business evolves, we may face additional issues that will require increased levels of management
estimation and complex judgments,

Recently Issued Accounting Pronouncements

In July 2006, the FASB issued FASB Interpretation No. 48, Accounting for Uncertain Tax Positions, (“FIN
48" to clarify the criteria for recognizing tax benefits under SFAS No. 109, Accounting for Income Taxes, and to
require additional financial statement disclosure. FIN 48 requires that we recognize in our consolidated financial
statements, the impact of a tax position if that position is more likelv than not 10 be sustained on audit, based on
the technical merits of the position. We currently recognize the impact of a tax position if it is probable of being
sustained. The provisions of FIN 48 are effective for us beginning January 1, 2007, with the cumulative effect of
the change in accounting principle recorded as an adjustment to opening retained earnings, While we are
currently evaluating the impact of FIN 48 on our financial statements upon adoption, we anticipate a
reclassification of our deferred income taxes from our valuation allowance to an uncertain tax provision liability,
the impact of which is expected to be immaterial to both operating results and our financial position.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements, (“SFAS 157} that provides
guidance on performing fair value measurements. It does not require new fair value measurements, although it
could change current practice for some companies. SFAS 157 is effective for fiscal years beginning after
November 15, 2007. While we are currently evaluating the impact of SFAS 157 on our financial statements upon
adoption, we do not anticipate a material impact on operating results or financial position.

In September 2006, the FASB issued FASB Staff Position (“FSP™") AUG AIR-1, Accounting for Planned
Major Maintenance Activities, that prohibits the use of the accrue-in-advance method of accounting for planned
major maintenance activities. This FSP is effective for fiscal years beginning after December 13, 2006. While we
are currently evaluating the impact of this FSP on our financial statements upon adoption, we do not anticipate a
material impact on operating results or financial position,

Off-Balance Sheet Arrangements

We do not have any off-balance sheet arrangements.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Our holdings of financial instruments are primarily comprised of a mix of U.S, corporate debt, government
securities and commercial paper. All such instruments are classified as securities available for sale. Qur debt
security portfolio represents funds held temporarily pending use in our business and operations. We manage
these funds accordingly. Our primary investment objective is the preservation of principal, while at the same time
maximizing the generation of investment income. We seek reasonable assuredness of the safety of principal and
market liquidity by investing in cash equivalents (such as Treasury bills and money market funds) and fixed
income securities (such as U.S. government and agency securities, municipal securities, taxable municipals, and
corporate notes) while at the same time seeking to achieve a favorable rate of return. Our market risk exposure
consists principally of exposure to changes in interest rates. Qur holdings are also exposed to the risks of changes
in the credit quality of issuers. Historically, we have typically invested in financial instruments with maturities of
less than one year. The carrying amount, which approximates fair value, and the annualized weighted average
nominal interest rate of our investment portfolio at December 31, 2006, was approximately $203.9 million and
5.3%, respectively. A one percent change in the interest rate would have resulted in a $2.0 million impact to
interest income for the year ended December 31, 2006.
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Beginning in 2006, we are also exposed to movements in foreign currency exchange rates, specifically the
Euro, for certain immaterial expenses. We have used foreign currency forward exchange contracts based on
forecasted transactions to reduce this exposure to the risk that the eventual net cash outflows, resulting from
purchases from foreign testing sites, will be adversely affected by changes in exchange rates. The nominal
amount of these forwards as of December 31, 2006 was $0.5 million and the associated fair value was
approximately $8,000, which is credited to research and development expenses.

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

-Our financial statements required by this item are attached to this Report beginning on page 65.

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

Not Applicable.

ITEM 9A, CONTROLS AND PROCEDURES
Evaluation of Disclosure Controls and Procedures

An evaluation was performed under the supervision and with the participation of our management, including
our Chief Executive Qfficer, or CEQ, and our Chief Financial Officer, or CFO, of the effectiveness of our
disclosure controls and procedures, as such term is defined under Rule 13a-15(e) promulgated under the
Securities Exchange Act of 1934, as amended (the “Exchange Act”), as of December 31, 2006. Based on that
evaluation, our management, including our CEO and CFO, conctuded that as of December 31, 2006 our
disclosure controls and procedures were effective to ensure that information required to be disclosed by us in
reports that we file or submit under the Exchange Act, is recorded, processed, summarized and reported within
the time periods specified in the rules and forms of the Securities and Exchange Commission and that such
information is accumulated and communicated to the Company’s management, including our CEQ and CFO, as
appropriate to allow timely decisions regarding required disclosure,

Changes in Internal Control over Financial Reporting

During the quarter ended December 31, 2006, there were no significant changes in our internal control over
financial reporting identified in connection with the evaluation of such controls that occurred during our most
recent fiscal quarter that has materially affected, or is reasonably likely to materially affect our internal control
over financial reporting.

Management Report on Internal Control over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial
reporting. Our internal control system was designed to provide reasonable assurance to the company’s
management and board of directors regarding the preparation and fair presentation of published consolidated
financial statements. Internal control over financial reporting is defined in Rule 13a-15(f) or 15d-15(f)
promulgated under the Exchange Act as a process designed by, or under the supervision of, the company's
principal executive and principal financial officers and effected by the company’s board of directors,
management and other personnel, to provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance with generally accepted
accounting principles and includes those policies and procedures that:

=  pertain to the maintenance of records that in reasonable detail accurately and fairly reflect the
transactions and dispositions of the assets of the company;
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*  provide reasonable assurance that transactions are recorded as necessary to permit preparation of
financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of the company are being made only in accordance with authorizations of management
and directors of the company; and

*  provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use
or disposition of the company’s assets that could have a material effect on the financial statements.

Our management, including our Chief Executive Officer and Chief Financial Officer, do not expect that our
internal control over financial reporting will prevent all error and all fraud. A control system, no matter how well
designed and implemented, can provide only reasonable, not absolute, assurance that the control system'’s
objectives will be met. Further, the design of a control system must reflect the fact that there are resource
constraints, and the benefits of controls must be considered relative to their costs. Because of the inherent
limitations in all control systems, no evaluation of controls can provide absolute assurance that all control issues
within a company are detected. The inherent limitations include the realities that judgments in decision-making
can be faulty, and that breakdowns can occur because of simple errors or mistakes. Controls can also be
circumvented by the individual acts of some persons, by collusion of two or more people or by management
override of the controls. Because of the inherent limitations in a cost-effective control system, misstatements due
to error or fraud may occur and may not be detected.

Our management assessed the effectiveness of its internal control over financial reporting as of
December 31, 2006. In making this assessment, it used the criteria based on the framework set forth by the
Committee of Sponsoring Organizations of the Treadway Commission in “Internal Control—Integrated
Framework” (COSO). Based on our assessments we believe that, as of December 31, 2006, cur internal control
over financial reporting is effective based on those criteria.

Our independent registered public accounting firm, KPMG LLP, has issued a report on our assessment of

our internal control over financial reporting. Their report on management’s assessment and on the effectiveness
of the Company’s internal control over financial reporting appears on the next page.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Beard of Directors and Stockholders
ViroPharma Incorporated:

We have audited management’s assessment, included in the accompanying ‘“Management Report on Internal
Control Over Financial Reporting,” that ViroPharma Incorporated and subsidiaries (the Company)} maintained
effective internal control over financial reporting as of December 31, 2006, based on criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (COS0). The Company’s management is responsible for maintaining effective internal control over
financial reporting and for its assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on management’s assessment and an opinion on the effectiveness of the
Company’s internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether effective internal control over financial reporting was maintained in all material respects. Our
audit included obtaining an understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internat control, and performing such
other procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion.

A company’s internal contro) over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those polices and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

In our opinion, management’s assessment that the Company maintained effective internal control over
financial reporting as of December 31, 2006, is fairly stated, in all material respects, based on criteria established
in Internal Control—Integrated Framework issued by COSO. Also, in our opinion, the Company maintained, in
all material respects, effective internal control over financial reporting as of December 31, 2006, based on the
criteria established in Internal Control—Integrated Framework issued by COSO.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
{United States), the consolidated balance sheets of ViroPharma Incorporated and subsidiaries as of December 31,
2006 and 2005, and the related consolidated statements of operations, comprehensive income (loss), stockholders’
equity (deficit), and cash flows for each of the years in the three-year period ended December 31, 2006, and our
report dated February 27, 2007 expressed an unqualified opinion on those consolidated financial statements.

/s/  KPMG LLP

McLean, Virginia
February 27, 2007
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ITEM 9B. OTHER INFORMATION
Not Applicable.

PART III

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

The information concerning our directors and regarding compliance with Section 16 of the Securities
Exchange Act of 1934 required by this Item will be set forth in our Proxy Statement, to be filed within 120 days
after the end of the fiscal year covered by this Annual Report on Form 10-K, and is incorporated by reference to
our Proxy Statement.

The information concerning our executive officers required by this Item is incorporated by reference herein
to the section of this Annual Report in Parn [ entitled “Executive Officers of the Registrant”.

Our Board of Directors has adopted a code of business conduct and ethics that applies to our principal
executive officers, principal financial officer, and controller, as well as all other employees. A copy of this code
of business conduct and ethics has been posted on our Internet website at www.viropharma.com under the
investing — corporate governance section. In addition, hard copies can be obtained free of charge through our
investor relations department. Any amendments to, or waivers from. a provision of our code of ethics that applies
to our principal executive officer, principal financial officer, controller, or persons performing similar functions
and that relate to any element of the code of ethics enumerated in paragraph (b) of Item 406 of Regulation 5-K
shall be disclosed by posting such infermation on our website.

The information concerning our corporate governance required by this Item will be set forth in our Proxy
Statement, to be filed within 120 days afier the end of the fiscal year covered by this Annual Report on Form
10-K, and is incorporated by reference to our Proxy Statement.

ITEM 11. EXECUTIVE COMPENSATION

The information required by this ltem will be set forth in our Proxy Statement, to be filed within 120 days
after the end of the fiscal year covered by this Annual Report on Form 10-K, and is incorporated by reference to
our Proxy Statement.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED STOCKHOLDER MATTERS

Equity Compensation Plans

We maintain the 2005 Stock Option and Restricted Share Plan {the “2005 Plan™), the 1995 Stock Option and
Restricted Share Plan (the *1995 Plan™), the 2001 Equity Incentive Plan (the “2001 Plan™) and the 2000
Employee Stock Purchase Plan (the “ESPP™), pursuant to which we may grant equity awards to eligible persons.
The 1995 Plan expired in September 2003, although there remain options outstanding that were previously
granted under that plan. The 2001 Plan is described more fully below.
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The following table gives information about equity awards under our 1995 Plan, 2001 Plan , 2005 Plan and
ESPP as of December 31, 2006:

(c)

Number of
securities
(a) remaining
Number of (b) available for
securities to be Weighted- future issuance
issued upon average exercise under equity
exercise of price of compensation
outstanding outstanding plans (excluding
options, options, securities
warrants and warrants and reflected in
Plan Category rights rights column (a)}
Equity compensation plans approved by securities holders (the
1995 Plan, 2005 Plan and the ESPP) ........... ... ... ... 3,844,174(1)  $10.09(1) 2,029,548
Equity compensation plans not approved by security holders (the
2001 Plan) . ... e e 75,248 $ 143 268,237
Total .. e e 3,919,422 $ 993 2,297,785

(1) Does not include rights granted under the ESPP for which rights were granted in connection with the
6-month offering period that commenced in January 2007. The next scheduled purchase date under the
Employee Stock Purchase Plan is June 30, 2007.

2001 Equity Incentive Plan

In November 2001, our board of directors adopted the 2001 Plan, which has not been submitted to or
approved by stockholders. The 2001 Plan reserves for issuance up to 500,000 shares of our common stock, of
which a maximum of 10% may be awarded and sold or granted as restricted shares and the remainder may be
issued pursuant to the exercise of options granted under the plan. The number of shares available for future grant
and previously granted but unexercised options are subject to adjustment for any future stock dividends, splits,
mergers, combinations, or other changes in capitalization as described in the 2001 Plan.

Eligibility for Participation. Generally, any employee, consultant or advisor to the Company or its
subsidiaries is eligible to receive grants under the 2001 Plan; provided, however, officers of the Company or its
subsidiaries are not eligible to receive any type of grant under the 2001 Plan. Similarly, no options or restricted
shares may be granted to any member of our board of directors under the 2001 Plan.

Terms of Options and Restricted Shares. Nonstatutory stock options (NSOs) and restricted shares are
available for grant under the 2001 Plan. The exercise price of options granted under the 2001 Plan may be equal
to, more or less than the fair market value of our common stock on the date of grant, and the price (if any) of
restricted shares will be determined by our board or a commitiee. Payment of the exercise price or the price of
restricted shares may be made in cash, or by personal or certified check. The board or committee has the
discretion to permit a participant to exercise or make payment for restricted shares by delivering a combination
of shares and cash. The term of an NSO may not exceed ten years.

Options granted to employees may become exercisable based on the attainment of certain vesting conditions
as may be set forth in the award agreement (as determined by the Board or committee)—for example, an option
may become exercisable if the optionee remains employed by the Company until a specified date, or if specified
performance goals have been met. If a participant’s employment terminates for any reason, the vested portion of
an option remains exercisable for a fixed period of three months from the date of the participant’s termination,
and all of the restricted shares then subject to restrictions will be forfeited. If restricted shares are forfeited, the
Company will refund to the participant the amounts paid for the restricted shares.
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Acceleration in Connection with a Change of Control. Qur 2001 Plan also has provisions that take effect if
we experience a change of control. In general, a “Change of Control” will be deemed to have occurred upen the
approval of a plan to dissolve, liquidate, sell substantially all our assets, merge or consolidate with or into another
corporation in which we are not the surviving entity or upon a significant change in the composition of the
majority of the board.

If a Change of Control occurs and the 2001 Plan is not continued by a successor corporation, the participant
is not offered substantially equivalent employment with the successor corporation or the participant’s
employment is terminated during the six month period following the Change of Control, then depending on
whether the participant has been employed by the Company for at least 2 years, either 50% or 100% of such
participant’s unvested options will be fully vested and the restrictions on his or her restricted shares will lapse.
The provisions in the 2001 Plan regarding a Change of Control are the same as those found in the 1995 Plan.

Deduction to the Company. The Company will be entitled to an income tax deduction equal to the amount of
ordinary income recognized by the participant. The deduction generally will be allowed for our taxable year in
which occurs the last day of the calendar year in which the participant recognizes ordinary income.

The additional information required by this Item will be set forth in our Proxy Statement, to be filed within
120 days after the end of the fiscal year covered by this Annual Report on Form 10-K, and is incorporated by
reference to our Proxy Statement.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR
INDEPENDENCE

The information required by this Item will be set forth in our Proxy Statement, to be filed within 120 days
after the end of the fiscal year covered by this Annual Report on Form 10-K, and is incorporated by reference to
our Proxy Statement.

ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES

The information required by this Item will be set forth in our Proxy Statement, to be filed within 120 days
after the end of the fiscal year covered by this Annual Report on Form 10-K, and is incorporated by reference to
our Proxy Statement.

PART IV

ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES

Exhibit No. Description

3.1 Amended and Restated Cettificate of Incorporation of the Company, as amended by a Certificate
of Amendment of Amended and Restated Certificate of Incorporation dated May 18, 1999, as
further amended by a Certificate of Amendment of Amended and Restated Certificate of
Incorporation dated May 24, 2000. (1) (Exhibit 3.1)

32 Certificate of Designation establishing and designating the Series A Junior Participating Preferred
Shares. (2) (Exhibit 3.2)

33 Amended and Restated By-Laws of the Company. (4) (Exhibit 3.3)

4.1 Rights Agreement, dated as of September 10, 1998, between ViroPharma Incorporated and
StockTrans, Inc., as Rights Agent. (3) (Exhibit 4.1)

4.2 Amendment No. 1 to Rights Agreement. (5) (Exhibit 4.2)

4.3 Amendment No. 2 to Rights Agreement. (6) (Exhibit 4.1)
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Exhibit No.

Description

10. 11
10.2

10.3

10.4

10.5%

10.61%

10.7%

10.811
10.9

10.107
10.111%

10.12%

10.1371

10.14%

10.15%

10.16%

10.17+

10.18%

10.19%

10.20%

10.2111
10.2211*
10.23%%
10.24+%

Form of Employment Agreement. (19) (Exhibit 10.1)
Form of Indemnification Agreement. (19) (Exhibit 10.2)

Lease Termination Agreement, effective as of March 31, 2005, between the Company and The
Hankin Group. (20) (Exhibit 10.1)

Investment Agreement among ViroPharma Incorporated and Perseus-Soros Biopharmaceutical
Fund, L.P. dated May 5, 1999. (5) (Exhibit 10.21)

Stock Purchase Agreement dated December 9, 1999 between American Home Products
Corporation and ViroPharma Incorporated. (7) (Exhibit 10.26)

Severance Agreement dated August 21, 2000 between ViroPharma Incorporated and Michel de
Rosen. (8) (Exhibit 10.31)

First Amended and Restated Agreement dated February 27, 2001 between Sanofi-Synthelabo and
ViroPharma Incorperated. (9) (Exhibit 10.32)

2001 Equity Incentive Plan. (10) (Exhibit 10.33)

Letter Agreement between ViroPharma Incorporated and Wyeth dated May 29, 2002. (11)
(Exhibit 10.35)

Amended and Restated ViroPharma Incorporated Employee Stock Purchase Plan. (12)

Form of Change of Control Agreement between ViroPharma and certain of its employees. {22)
(Exhibit 10.13)

First Amended and Restated Collaboration and License Agreement dated June 26, 2003 between
ViroPharma Incorporated and Wyeth. (13) (Exhibit 10.33)

Amendment to Stock Purchase Agreement dated June 26, 2003 between ViroPharma Incorporated
and Wyeth. (13) (Exhibit 10.34)

License Agreement dated August 8, 2003 by and between GlaxoSmithKline and ViroPharma
Incorporated. (4) (Exhibit 10.35)

Letter Agreement dated November 24, 2003 between Sanofi-Synthelabo and the Company. (14)
(Exhibit 10.34)

Assignment, Transfer and Assumption Agreement between ViroPharma Incorporated and Eli Lilly
and Company dated Qctober 18, 2004.(15) (Exhibit 2.1)

Amendment No. 1 to the Assignment, Transfer and Assumption Agreement between ViroPharma
Incorporated and Eli Lilly and Company dated November 8, 2004.(15) (Exhibit 2.2)

Amendment to Manufacturing Agreement beiween ViroPharma Incorporated and Eli Lilly and
Company dated November 2, 2005. (22) (Exhibit 10.27)

Cooperation Agreement between ViroPharma Incorporated and Eli Lilly and Company dated
October 18, 2004. (15) (Exhibit 10.4)

License Agreement between ViroPharma Incorporated and Schering Corporation dated November
3, 2004. (16) (Exhibit 2.1)

ViroPharma Severance Plan. (19) (Exhibit 10.37)

ViroPharma Cash Bonus Plan.

ViroPharma Board Compensation Policy. (17) (Exhibit 10.1)

Amended and Restated 1995 ViroPharma Stock Option and Restricted Share Plan. (18)
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Exhibit No. Description

10.25%% 2005 ViroPharma Stock Option and Restricted Share Plan. (25)

10.26%% Form Of Non-Qualified Stock Option Agreement For Member Of The Board Of Director. (21)
10.27F% Form Of Non-Qualified Stock Option Agreement. (21)

10.28+% Master Agreement by and between OSG Norwich Pharmaceuticals, Inc. and ViroPharma

Incorporated effective as of December 1, 2005, (22) (Exhibit 10.41)

10.29% Project Agreement No. 1 by and between OSG Norwich Pharmaceuticals, Inc. and ViroPharma

Incorporated. (22) (Exhibit 10.42)

10.301 Bulk Supply Agreement between ViroPharma and Alpharma Inc. dated April 13, 2006. (23)

(Exhibit 10.1)

10.31% Project Agreement No. 2 by and between OSG Norwich Pharmaceuticals, Inc. and ViroPharma

Incorporated dated May 15, 2006. (23) (Exhibit 10.2)

10.32+¢ Separation Agreement between the Company and Joshua Tarnoff dated as of September 153, 2006.

(24) (Exhibit 10.1)

10.33#* Real Estate Purchase Agreement between LV Associates, L.P. and the Company dated December
22, 2006.

14 Code of Conduct and Ethics. (14) (Exhibit 14)

21* List of Subsidiaries.

23* Consent of KPMG LLP, Independent Registered Public Accounting Firm.

24* Power of Attorney (included on signature page).

31.1% Certification by Chief Executive Officer pursuant to Rule 13a-14(a) and 15d-14(a), as adopted
pursuant to Section 302 of the Sarbanes-Oxley Act of 2002,

31.2% Certification by Chief Financial Officer pursuant to Rule 13a-14(a) and 15d-14(a), as adopted
pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

32.1% Certification Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant to Section 906 of the

Tt
(N
(2
&)

4
&)
(6)

o)
(8
9

Sarbanes-Oxley Act of 2002,

Filed herewith.

Portions of this exhibit were omitted and filed separately with the Secretary of the Commission pursuant to
an application for confidential treatment filed with the Commission pursuant to Rule 24b-2 under the
Securities Exchange Act of 1934, as amended.

Compensation plans and arrangements for executives and others.

Filed as an Exhibit to Registrant’s Form 10-Q for the quarter ended June 30, 2000.

Filed as an Exhibit to Registrant’s Form 10-K for the year ended December 31, 1998,

Filed as an Exhibit to the Company’s Current Report on Form 8-K filed with the Commission on
September 21, 1998.

Filed as an Exhibit to Registrant’s Form 10-Q for the quarter ended September 30, 2003.

Filed as an Exhibit to Registrant’s Form 10-Q for the quarter ended March 31, 1999,

Filed as an Exhibit to the Company’s Current Report on Form 8-K filed with the Commission on May 3,
2005.

Filed as an Exhibit to Registrant’s Form 10-K for the year ended December 31, 1999,

Filed as an Exhibit to Registrant’s Form 10-Q) for the quarter ended September 30, 2000.

Filed as an Exhibit to Registrant’s Form 10-Q for the quarter ended March 31, 2001,

{10) Filed as an Exhibit to Registrant’s Form 10-K for the year ended December 31, 2001.
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(11) Filed as an Exhibit to Registrant’s Form 10-Q for the quarter ended June 30, 2002.

(12) Filed as an Annex to Registrant’s Proxy Statement filed with the Commission on March 27, 2003.

(13) Filed as an Exhibit to Registrant’s Form 10-Q) for the quarter ended June 30, 2003.

(14) Filed as an Exhibit to Registrant’s Form 10-K for the year ended December 31, 2003, as amended.

(15) Filed as an Exhibit to the Company’s Current Report on Form §-K/A filed with the Commission on
November 24, 2004.

(16) Filed as an Exhibit to the Company’s Current Report on Form 8-K filed with the Commission on
November 29, 2004.

(17) Filed as an Exhibit to the Company’s Current Report on Form 8-K filed with the Commission on
February 15, 2005.

(18) Filed as an Annex to Registrant’s Proxy Statement filed with the Commission on April 8, 2002.

(19) Filed as an Exhibit to Registrant’s Form 10-K for the year ended December 31, 2004.

{20) Filed as an Exhibit to the Company’s Current Report on Form 8-K filed with the Commission on April 8,
2005.

{21) Filed as an Exhibit to Registrant’s Form 10-Q for the quarter ended June 30, 2005,

(22) Filed as an Exhibit to Registrant’s Form 10-K for the year ended December 31, 2005.

{(23) Filed as an Exhibit to Registrant’s Form 10-Q for the quarter ended June 30, 2006.

{(24) Filed as an Exhibit to Registrant’s Form 10-Q for the quarter ended September 30, 2006.

(25} Field as Annex to Registrant’s Proxy Statement filed with the Commission on April 10, 2006,

Copies of the exhibits are available to stockholders from Thomas F. Doyle, Vice President, General

Counsel and Secretary, ViroPharma Incorporated, 397 Eagleview Boulevard, Exton, Pennsylvania 19341.
There will be a fee to cover the Company’s expenses in furnishing the exhibits,
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
registrant has duly caused this report o be signed on our behalf by the undersigned, thereunto duly
authorized.

VIROPHARMA INCORPORATED

By: /s/  MICHEL DE ROSEN

Michel de Rosen
President, Chief Executive Officer

POWER OF ATTORNEY

KNOW ALL PERSONS BY THESE PRESENTS, that each person whose signature appears below
constitutes and appeints each of Michel de Rosen and Vincent J. Milano as his or her attorney-in-fact, with the
full power of substitution, for him or her in any and all capacities, to sign any amendments to this Report, and to
file the same, with exhibits thereto and other documents in connection therewith, with the Securities and
Exchange Commission, hereby ratifying and confirming all that said attorney-in-fact, or his substitute or
substitutes, may do or cause to be done by virtue hereof.

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed
below by the following persens on behalf of the registrant and in the capacities and on the dates indicated:

Name Capacity Date
/s!  MICHEL DE ROSEN President, Chief Executive Officer February 27, 2007
Michel de Rosen (Principal Executive Officer)
/s/  VINCENT J. MILANO Vice President, Chief Operating February 27, 2007
Vincent J. Milano Officer, Chief Financial Officer

and Treasurer (Principat Financial
and Accounting Officer)

/sf  MICHEL DE ROSEN Chairman of the Board February 27, 2007
Michel de Rosen
/s/ PAUL A. BROOKE Director February 27, 2007
Paul A. Brooke
fs/  WiLL1aM CLAYPOOL, M.D. Director February 27, 2007
William Claypool, M.D.
/s/  MICHAEL R. DOUGHERTY Director February 27, 2007
Michael R. Dougherty
/s/ ROBERT J. GLASER Director February 27, 2007
Robert J. Glaser
/s/  JOHN R. LEONE Director February 27, 2007
John R. Leone
/s/  HowarD H. PIEN Director February 27, 2007
Howard H. Pien
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ViroPharma Incorpeorated

Index to Consolidated Financial Statements

Report of Independent Registered Public Accounting Firm . ......... .. ... . ... . .. ...,
Consolidated Balance Sheets at December 31,2006 and 2005 . ... ... ... ... . . viiiiiiiiiiian.,
Consolidated Statements of Operations for the years ended December 31, 2006, 2005 and 2004 ... ... ..

Consolidated Statements of Comprehensive Income (Loss) for the years ended December 31, 2006, 2005
and 2008 e e e

Consolidated Statements of Stockholders’ Equity (Deficit) for the years ended December 31, 2006, 2005
AN 2004 L e e e

Consolidated Statements of Cash Flows for the years ended December 31, 2006, 2005 and 2004 .. .. .....

Notes to Consolidated Financial Statements . .. .. ... ... .ttt et et e e
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
ViroPharma Incorporated:

We have audited the accompanying consclidated balance sheets of ViroPharma Incorporated and
subsidiaries as of December 31, 2006 and 2005, and the related consolidated statements of operations,
comprehensive income (loss), stockholders’” equity {deficit) and cash flows for each of the years in the three-year
period ended December 31, 2006. These consolidated financial statements are the responsibility of the
Company’s management, Qur responsibility is to express an opinion on these consolidated financial statements
based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of ViroPharma Incorporated and subsidiaries as of December 31, 2006 and 2005, and the
results of their operations and their cash flows for each of the years in the three-year period ended December 31,
2006, in conformity with U.S generally accepted accounting principles.

As discussed in Notes 2 and 12 to the consolidated financial statements, the Company adopted the
provisions of Statement of Financial Accounting Standards No. 123 (Revised 2004), Share-Based Payment, on
January 1, 2006.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the effectiveness of ViroPharma Incorporated and subsidiaries’ internal control over financial
reporting as of December 31, 2006, based on criteria established in Internal Control—Integrated Framework
issued by the Commiitee of Sponsoring Organizations of the Treadway Commission (COS(), and our report
dated February 27, 2007 expressed an unqualified opinion on management’s assessment of, and the effective
operation of, internal control over financial reporting.

fs/ KPMG LLP

McLean, Virginia
February 27, 2007
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ViroPharma Incorporated

Consolidated Balance Sheets

{in thousands, except share and per share data)

Assets
Current assets:

Cash and cashequivalents ... .. .. ... ... ... .. .. ... ... .. .. ... ... ..
Y 1100 B ) 001 L)Lt 1 L= 1 - S
Accounts receivable, net ... ... . e e aa e e,

Inventory

Interestreceivable ... ... . e s
Prepaidexpensesandother ....... ... .. ... .. . .. i i
Income taxes receivable . ... ... . i e e
Defermed INCOmME 1aXeS ... e i et et e e

Total current assels .. ... .. i e e e
Intangible assels, net . ... ... . .. i i e
Equipment and leasehold improvements, net .............. ... .. ... .....
Deferred income 1axes ... ... .. ... ... e
Debt ISSUE COSES, MEL . . . ..ottt e e e e e e e e e e
OUher a88e18 . .. o e e

B0 1 T

Liabilities and Stockholders’ Equity

Current liabilities:
Accounts payable ... ... i e
DE O PAMINEIS . ..ot i e e e s
Accrued expenses and other current liabilities ................ ... ... ....
Income taxes payable . .. ... . e
Current portion of long-termdebt ... ... ... ... ... . L,
Deferred revenue—current . .......... ... e

Total current liabilities . .. ... ... o i e

Other liabilities

Total habilities . .. ... i i i e e

Commitments and Contingencies
Stockholders’ equity:
Preferred stock, par value $0.001 per share, 5,000,000 shares authorized; Series
A convertible participating preferred stock; no shares issued and
OULSEANEIIE . . .o e e e e
Series A junior participating preferred stock, par value $0.001 per share.

200,000

shares designated; no shares issued and outstanding ..............

Common stock, par value $0.002 per share. 100,000,000 shares authorized;
issued and outstanding 69,769,886 shares and 68,563,879 shares at
December 31,2006 and 2005 . . . ...

Additional paid-

I CapItal L o e e

Deferred compensation . ... ...... ... .ttt e
Accumulated other comprehensive income {loss) .. .......... ... .. i e
Accumulated deficit . .. ... L e e e

Total stockholders” equity ......... ... ... il

Total liabilities and stockholders’ equity ............ ... ... ... oot

See accompanying notes to consolidated financial statements.
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December 31,

December 31,

2006 2005

$ 51,524 $ 232,195
203,885 1,218
9,447 14,887
4,760 10,996
3,290 12
2,027 1,900
80 1,977
9,225 11,644
284238 274,829
122,672 121,691
2,828 1,555
19,907 36,875
— 526
49 49
$429.604  §$ 435525
$ 2743 $ 9256
783 21
14,129 19,402

140 —
— 78,920
— 564
17,795 108,163
— 385
17,795 108,548
140 137
508,436 490,593
— 3
57 (350)
(96,734)  (163,400)
411,899 326,977
$429.694 435,525




YiroPharma Incorporated

Consolidated Statements of Operations

Year ended December 31,

(in thoosands, except per share data) 2006 2005 2004
Revenues:
Net product SAles . . .. ..ottt i e e $166,617 $125,853 % 8,348
License fee and milestonerevenue . ......... ... ... ... .. .. ....... 564 6,564 13,070
Grantand Other TeVENUE . .. . .. .. .. ... e — — 971
T Olal TEVEIMUES .« ..ttt i et e e e 167,181 132,417 22,389
Costs and Expenses:
Costof sales . ...t i e e 18,984 18,029 1,717
Research and development .......... ... ... ... .. ... ... 19,162 10,610 16,388
Marketing, general and administrative .............. ... ... ....... 24,560 10,475 15,643
Intangible amortization .. ......... ... .. L. i 5,669 5,158 650
Total costs and XPensSes . .. .. ..o uvrnr et 68,375 44,272 34,398
Operating inCome . ... ..ottt i et 98,806 88,145  (12,009)
Other Income {Expense):
Change in fair value of derivative liability ......................... — (4,044) —
Net (loss) gain on bond redemption ........ .. ... ... .. .. ....... (1,127 1,095 —
Gain on sale of short-term INVeStMENtS . ..ottt ieie i 1,682 — —
Gain on sale of biodefense assets, net .. .....co i e — — 1,715
Interest INCOIME . ..ottt it et e i e ettt m e aaaeneees 9,853 2,008 1,080
Interest BXPeNSe . . . ...ttt (686) (11,304) (10,320)
Income before income tax exXpense ... ..o 108,528 75,900  (19,534)
Income tax expense(benefit) ........... .. ... il 41,862  (37,805) —
NeLINCOMIE ittt it et e ettt it it a et eeenens $ 66,666 3$113,705 $(19,534)
Net income per share:
Basic .. e $ 097 § 25 § (073
Diluted . . ... . e e $ 095 § 202 % (073
Shares used in computing net income per share:
Basic ... 68,990 44334 26,578
Diluted . . e e e 70,338 57,610 26,578

See accompanying notes to consolidated financial statements.

70




ViroPharma Incorpor:ited
Consolidated Statements of Comprehensive Income (Loss)
Year ended December 31,
(in thousands) 2006 2005 2004
Netincome (J0S5) ...\ttt et e e e e $66,666 $113,705 $(19,534)

Other comprehensive income (loss):
Unrealized holding gains (losses) arising during period, net of income

taxes in 2006 and 2005 . .. ... 407 497 147
Reclassification adjustments for gains included in net (loss) ............ — — 101
Unrealized gains (losses) on available for sale securities , . ............. 407 497 248

Comprehensive income (1088) . .. ... oo i $67,073 $113,208 $(19,286)

See accompanying notes to consolidated financial statements.
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ViroPharma Incorporated

Consolidated Statements of Cash Flows
(in thousands)

Net Income (058} . ..ot it e i ettt r e e e
Adjustments to reconcile net income (loss) to net cash provided by (used in)
operating activities:

Year ended December 31,

2006

2005

2004

66,666 $ 113,705 $ (19,534)

Gain on sale of biodefense assets .. ...... ... ... it — — (1,715
Loss (gain)onbond redemption ............ .. o i 1,127 (1,346) —
(Gain) on sale of short-term investments .. ............ooiienenian .. (1,682) — —
Write-off of deferred financing costs on note repurchase .. ............... — 251 —
Non-cash share-based compensaticnexpense ............... ... 000 vi s 4,998 — —
Non-cash loss on derivative liability ............... ... ... .. ... ... — 4,044 —
Non-cash write-off of fixed assets . .. ... ... ... .. i i, — — 4782
Non-cash compensation eXPensE . . . ..o v v et inranrrnerrierns — 7 378
Non-cash interestexpense .. ........ ... .. . ... i 75 3,865 1,369
Deferred tax proviSion . .. ..ottt e 19,387 {47,755) —
Stockoptiontax benefit. ... ... ..o i — 2,393 —
Depreciation and amortization eXpense ............... ..o 6,166 5,537 1,176
Changes in assets and liabilities:
Accounts receivable . ... e ey 5,440 5,717 9.170)
IOVEMLOTY oottt t e e et et e et e e 6,236 (9,974) —
Interest receivable . ... .. e (3,278) — —
Prepaid expenses and other current assets . . ............oo i (127 (282) 1,464
Income taxes receivable ... ... ... .. e e, 1,897 (1,977 —
Other a8SetS . ..ot e e —_ 45 —
Accounts payable ... (6,513) 8,465 141
DUB O PAMNEIS . ...ttt e e 762 (391) 412
Accrued expenses and other current liabilities .............. ... .. ...... (5,329) 8,055 3,933
Income taxes payable . ... ... ... .. e, 140 — —
Deferred revenue .. ... i e e (564) (563) (3,074)
Derivative liability payments . ... ... .. .. i i e — (6,823} —
Other Habilities . ... i i i et e e e (385) (36) (373)
Net cash provided by (used in) operating activities ................cvuunnnn. 95,016 71,503 (20,211)
Cash flows from investing activities:
Purchase of Vancocin assels . ...ttt (6,650  (10,490) (118,031)
Purchase of equipment and leaschold improvements .................... (1,771} (431) (1,005)
Proceeds from sale of equipment ........... ... .. o ot — — 1,407
Proceeds from sale of biodefenseassets ........ ... .. ... ... .. ... ... — — 700
Purchase of restricted INVESIMENTt . ... .. .ttt it st enraenas — — (10,000}
Maturities of restricted INVeSIMENTS . ... .. .v vttt nreaannann —_ 9,033 967
Purchases of short-term investments .. .. ....... .. ... it inenenaias (1,256,862) (292,696) (208,430)
Maturities and sales of short-term investments .. ........ .00, 1,056,285 303,165 305,688
Net cash provided by (used in) investing activities . . ....... ..o v evnns (208,998) 8,581 (28,704)
Cash flows from financing activities:
Net proceeds from issuance of commonstock .......... ... ... .. . 10,855 165,058 279
Excess tax benefits from share-based payment arrangements ............. 703 — —
Excess tax benefits due todebtconversions ... ............ ... ... ..., 1,349 — —
Gross proceeds from issuance of senior convertiblenotes ................ —_ — 62,500
Gross proceeds from the issuance of seniornotes .. ........... .. ... — 12,500 —
Issuance costs related 10 SENTOT NOIES . . . .. ... it it iiennnennn — (806) (3,832)
Redemption of subordinated convertiblenotes . ....... ... ... ... ...... (79,596) (47,634) —
Payment of loans payable ....... ... .. ... . . . i — — (8)
Net cash provided by (used in) financing activities ......................... (66,689) 129,118 58,939
Net increase (decrease) in cash and cashequivalents ........................ (180,671) 209,202 10,024
Cash and cash equivalents at beginningof year ............ ... ... ... ..... 232,195 22,993 12,969
Cash and cash equivalentsatend of year ....... ... ..., 51,524 $232,195 $§ 22,993

See accompanying notes to consolidated financial statements.
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YiroPharma Incorporated

Notes to the Consolidated Financial Statements

Note 1. Organization and Business Activities

ViroPharma [ncorporated and subsidiaries (“ViroPharma” or “the Company”) is a biopharmaceutical
company dedicated to the development and commercialization of products that address serious infectious
diseases, with a focus on products used by physician specialists or in hospital settings. The Company intends to
grow through sales of it marketed product, Vancocin, through continued development of its product pipeline and
through potential acquisition or licensing of products or acquisition of companies.

ViroPharma has one marketed product and multiple product candidates in clinical development. The
Company markets and sells Vancocin HC capsules, the oral capsule formulation of vancomycin hydrochloride,
in the U.S. and its territories. Vancocin is a potent antibiotic approved by the U.S. Food and Drug
Administration, or FDA, to treat antibiotic-associated pseudomembranous colitis caused by Clostridium difficile,
or C. difficile, and enterocolitis caused by Staphylococcus aureus, including methicillin-resistant strains.

VirpPharma is developing maribavir for the treatment of cytomegalovirus, or CMV, infection and HCV-796
for the treatment of hepatitis C virus, or HCV, infection. The Company has licensed the U.S. and Canadian rights
for a third product candidate, an intranasal formulation of pleconaril, to Schering-Plough for the treatment of
picornavirus infections.

Note 2. Basis of Accounting and Summary of Significant Accounting Policies
Principles of Consolidation

The consolidated financial statements include the accounts of ViroPharma and its wholly-owned
subsidiaries. All intercompany accounts and transactions have been eliminated in consolidation.

Cush and cash equivalents

The Company considers all highly liquid investments with an original maturity of three months or less when
purchased to be cash equivalents. All cash and cash equivalents are held in United States (U.S.) financial
institutions.

Short-term investments

During 2006 and 2005, short-term investments have consisted primarily of debt securities backed by the
U.S. government and commercial paper. The Company’s entire short-term investment portfolio is classified as
available-for-sale and is stated at fair vatue as determined by quoted market values. All short-term investments,
including securities with maturities in excess of one year, are classified as current, as management can sell them
any time at their option and are intended to meet the ongoing liquidity needs of the Company. Net unrealized
holding gains and losses are included in accumulated other comprehensive income (loss). For purposes of
determining gross realized gains and losses, the cost of short-term investments sold is based upon specific
identification. Discounts and premiums are amortized over the term of the security and reported in interest
income. The investments are reviewed on a periodic basis for other-than-temporary impairments. (See Note 3)

Concentration of credit risk

The Company invests its excess cash and short-term investments in accordance with a policy objective that
seeks to ensure both liquidity and safety of principal. The policy limits investments to certain types of
instruments issued by the U.S. government and institutions with strong investment grade credit ratings and places
restrictions in their terms and concentrations by type and issuer to reduce the Company’s credit risk.
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ViroPharma Incorporated

Notes to the Consolidated Financial Statements {(continued)

The Company has an exposure to credit risk in its trade accounts receivable from sales of Vancocin.
Vancocin is distributed through wholesalers that sell the product to pharmacies and hospitals. Three wholesalers
represent approximately 90% of our trade accounts receivable at December 31, 2006 and approximately 92% of
our 2006 net product sales.

Accounts Receivable

Accounts receivable are recorded at the invoiced amount, net of related cash discounts, and do not bear
interest. The allowance for doubtful accounts is the Company’s best estimate of the amount of probable credit
losses in the Company’s existing accounts receivable. The Company determines the allowance based on specific
review of its accounts receivable. At December 31, 2006 and 2005, there was no allowance for doubtful
accounts. The Company does not have any off-balance sheet exposure related to its customers.

Inventories

Inventories are stated at the lower of cost, using the first-in, first-out method, or market. At December 31,
2006 and 2005, inventory consists of finished goods and certain starting materials required te produce inventory
of Vancocin. On the consolidated statements of cash flows, the sale of inventory is included in operating
activities.

Equipment and leasehold improvements

Equipment and leasehold improvements are recorded at cost. Depreciation and amortization are computed
on a straight-line basis over the useful lives of the assets or the lease term, which ever is shorter, ranging from
three to fifteen years.

The Company leases certain of its equipment and facilities under operating leases. Operating lease payments
are charged to operations on a straight-lined basis over the related period that such leased assets are utilized in
service. Expenditures for repairs and maintenance are expensed as incurred.

Intangible Assets

Intangible assets, net of accumulated amortization, includes the allocation of the cost to acquire the rights to
the oral formulation of Vancocin, as well as rights to certain vancomycin related Vancocin products, from Eli
Lilly and Company (“Lilly”) {see Note 6). The Company based its intangible assets’ valuation and related
estimated useful life on third party evaluations of the assets, Each intangible asset acquired as part of the
Vancocin acquisition is being amortized on a straight-line basis over the estimated useful life of 25 years. The
Company estimated the useful life of the assets by considering remaining patent life, if any, competition by
products prescribed for the same indication, the likelihood and estimated future entry of non-generic and generic
competition with the same or similar indication and other related factors. The factors that drive the estimate of
the life are often uncertain and are reviewed on a periodic basis or when events occur that warrant review.

Impairment or Disposal of Long-Lived Assets

The Company assesses the recoverability of long-lived assets for which an indicator of impairment exists, as
necessary. Specifically, the Company determines if a long-lived asset or asset group is impaired by comparing
the carrying value of these assets to their estimated undiscounted future operating cash flows. If an impairment is
indicated, a charge is recognized for the difference between the asset’s carrying value and fair value,
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ViroPharma Incorporated

Notes to the Consolidated Financial Statements (continued)

Revenue recognition

Revenue is recognized when all four of the following criteria are met (1) the Company has persuasive
evidence an arrangement exists, (2) the price is fixed and determinable, (3) title has passed, and (4) collection is
reasonably assured. The Company’s credit and exchange policy includes provisions for return of its product
when it (1) has expired, or (2) was damaged in shipment.

Product revenue is recorded upon delivery to the wholesaler, when title has passed. Product demand from
wholesalers during a given period may not correlate with prescription demand for the product in that period. As a
result, the Company periodically estimates and evaluates the wholesalers’ inventory position and would defer
recognition of revenue on product that has been delivered if the Company believes that channel inventory at a
period end is in excess of ordinary business needs and if the Company believes the value of potential returns is
materially different than the returns accrual. During 2006, 2005 and 2004, the Company did not defer any
product sales.

Contract revenues are earned and recognized according to the provisions of each agreement. Contract
milestone payments related to the achievement of substantive steps or regulatory events in the development
process are recognized as revenues upon the completion of the milestone event or requirement. Payments, if any,
received in advance of performance under a contract are deferred and recognized as revenue when earned.
Up-front licensing fees where the Company has continuing involvement are deferred and amortized over the
estimated performance period. Revenue from government grants is recognized as the related performance to
which they are related occurs.

Sales Allowances

The Company records appropriate sales allowances upon the recognition of product revenue. The
Company’s return pelicy is limited to damaged or expired product. The return allowance is determined based on
analysis of the historical rate of returns associated with Vancocin, which is then applied to sales, and is analyzed
considering estimated wholesaler inventory and prescriptions. The chargeback and rebate allowances are
determined based on analysis of the historical experience of government agencies’ market share and
governmental contractual prices relative to current selling prices.

Customers

The Company’s net product sales are solely related to Vancocin. The Company’s customers are wholesalers
who then distribute the product to pharmacies and hospitals. Three wholesalers represent the majority of the
Company’s consolidated total revenue, as approximated below:

Percentage of
total revenues

;05 2008
CUSIOMMET A . . ottt e et e e e e e e 38% 40%
Customer B . ... 5% 29%
CStOMIET ot i e e 1_9_% E%
Total 9_2_% 86%

During 2004 and a portion of the quarter ended March 31, 2005, Vancocin was sold under our transition
services agreement with Lilly, who represented our only customer during the transition period. The transition
agreement was terminated in January 2005, and upon the termination, we began selling directly to wholesalers.
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ViroPharma Incorporated

Notes to the Consolidated Financial Statements (continued)

Research and development expenses

Research and product development costs are expensed as incurred. Reimbursements of research and
development costs under cost sharing collaborations are recorded as a reduction of research and development
expenses. Research and development costs include costs for discovery research, pre-clinical and clinical trials,
manufacture of drug supply, supplies and acquired services, employee-related costs and allocated and direct
facility expenses.

Licensed technology

Costs incurred in obtaining the license rights to technology in the research and development stage are
expensed as incurred and in accordance with the specific contractual terms of such license agreements.

Accounting for income taxes

Incoime taxes are accounted for under the asset and liability method. Deferred tax assets and liabilities are
recognized for the future tax consequences attributable to differences between the financial statement carrying
amounts of existing assets and liabilities and their respective tax bases and operating loss and tax credit
carryforwards. Deferred tax assets and liabilities are measured using enacted tax rates expected to apply to
taxable income in the years in which those temporary difference are expected to be recovered or settled. The
effect on deferred tax assets and liabilities of a change in tax rates is recognized in operations in the period that
includes the enactment date. A valuation allowance is provided when it is more likely than not that some portion
or all of a deferred tax asset will not be realized. The ultimate realization of deferred tax assets is dependent upon
the generation of future taxable income and the reversal of deferred tax liabilities during the period in which
related temporary difference becomes deductible. The benefit of tax positions taken or expected to be taken in the
Company’s income tax returns are recognized in the consolidated financial statements if such positions are
probable of being sustained.

Use of estimates

The preparation of the Company’s consolidated financial statements in conformity with accounting
principles generally accepted in the United States of America requires management to make estimates and
assumptions that affect the amounts reported in the consolidated financial statements and accompanying notes.
Actual results could differ from those estimates.

Share-based payments

In December 2004, the FASB issued Statement of Financial Accounting Standards (SFAS) No. 123 (revised
2004), Share-Based Payment (SFAS 123R), which replaced SFAS No. 123, Accounting for Stock-Based
Compensation (SFAS 123) and superseded Accounting Principles Board Opinion No. 25, Accounting for Stock
Issued to Employees (APB No. 25). SFAS 123R established standards for the accounting for which an entity
exchanges its equity instruments for goods or services. This statement also addressed transactions in which an
entity incurs liabilities in exchange for goods or services that are based on the fair value of the entity’s equity
instruments or that may be settled by the issuance of those equity instruments. SFAS 123R requires the Company
to measure the cost of employee services received in exchange for an award of equity instruments based on the
erant-date fair value of the award. That cost shall be recognized over the period during which an employee is
required to provide service in exchange for the award—the requisite service period (vesting period). The grant-
date fair value of employee share options are estimated using the Black-Scholes optlion-pricing model adjusted
for the unique characteristics of those instruments. The Company adopted SFAS 123R using the modified

77




ViroPharma Incorporated

Notes to the Consolidated Financial Statements (continued)

prospective approach effective January 1, 2006. While this adoption had an immaterial impact on our financial
statements on the date of adoption, the consolidated financial statements for the year ended December 31, 2006
were materially impacted. Results for pricr periods have not been restated. The Company previously accounted
for share-based compensation under the recognition and measurement principles of APB No. 25 and related
interpretations. Under APB No. 25, compensation cost for employee and director grants was recorded only if the
market price of the underlying common stock on the date of grant exceeded the exercise price. See Note 12 for
the disclosures related to share-based compensation.

Compensation expense for options granted to non-employees is determined in accordance with SFAS
No. 123R, and related interpretations, as the fair value of the consideration received or the fair value of the equity
instruments issued, whichever is more reliably measured. Compensation expense for options granted to
non-employees is remeasured each period as the underlying options vest.

Earnings (loss) / per share

Basic earnings (loss) per share (“EPS") is calculated by dividing net income (loss) by the weighted average
shares of common stock outstanding during the period. Diluted EPS reflects the potential dilution of securities
that could share in the earnings (loss), including the effect of dilution to net income of convertible securities,
stock options and warrants. (See Note 14)

Segment information

The Company is managed and operated as one business. The entire business is managed by a single
management team that reports to the chief executive officer. The Company does not operate separate lines of
business or separate business entities with respect to any of its products or product candidates and all of its
product sales are within the U.S. Accordingly, the Company does not prepare discrete financial information with
respect to separate product areas or by location and does not have separately reportable segments as defined by
SFAS No. 131, Disclosures about Segments of an Enterprise and Related Information.

Comprehensive income (loss)

SFAS No. 130, Reporting Comprehensive Income, establishes standards for reporting and presentation of
comprehensive income (loss) and its components in a full set of financial statements. Comprehensive income
(loss) consists of net income (loss) and net unrealized gains (losses} on available—for-sale securities and is
presented in the consolidated statements of comprehensive income (loss). SFAS No. 130 requires only additional
disclosures in the financial statements; it does not affect the Company’s financial position or results of
operations.

Exit or Disposal Activities

SFAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities, addresses financial
accounting and reporting for costs associated with exit or disposal activities. This statement requires a liability
for a cost associated with an exit or disposal activity be recognized and measured initially at fair value only when
the liability is incurred. It does not apply to costs associated with an entity newly acquired in a business
combination or with a disposal activity covered by SFAS No. 144, Accounting for the Impairments or Disposal
of Long-Lived Assets.

Reclassification

Certain prior years amounts have been reclassified to conform 10 the current year presentation.
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ViroPharma Incorporated

Notes to the Consolidated Financial Statements (continued)

New Accounting Standards

In November 2005, the FASB issued FASB Staff Position SFAS 123(R)-3, Transition Election Related 10
Accounting for the Tax Effects of Share-based Payment Awards, that provides an elective alternative iransition
method of calculating the pool of excess tax benefits available to absorb tax deficiencies recognized subsequent
to the adoption of SFAS 123R (the “APIC Pool”) to the method otherwise required by paragraph 81 of SFAS
123R. In the fourth quarter of 2006, the Company adopted the short-cut method to calculate the APIC Pool. This
calculation determined that the Company has no APIC pool.

In November 2005, the FASB issued FSP SFAS 115-1, The Meaning of Other-than-Temporary Impairment
and its Application to Certain Investments (FSP 115-1). This statement summarizes the accounting and
disclosure guidance on other-than-temporary impairments of securities. Pursuant tot FSP 115-1, impairment
assessments are made at the individual security level each reporting period. When the fair value of an investment
is less than its cost at the balance sheet date, a determination is made as to whether the impairment is other than
temporary and, if it is other than temporary, an impairment loss is recognized in operations equal to the
difference between the investment’s cost and fair value at such date. The Company adopted FSP 115-1 on
January 1, 2006 with no impact on our consolidated financial statements for the year ended December 31, 2006.

In September 2006, the SEC issued Staff Accounting Bulletin (SAB) No. 108, The Effect of Prior-Year
Errors on Current-Year Materiality Evaluations, that addresses how uncorrected errors in previous years should
be considered when quantifying errors in current-year financial statements. The SEC staff believes registrants
must quantify errors using both a balance sheet and income statement approach and evaluate whether either
approach results in quantifying a misstatement that, when all relevant quantitative and qualitative factors are
considered, is material. The Company adopted SAB 108 as of December 31, 2006, retroactively to January |,
2006, with no impact on operating results or financial position.

Note 3. Short-Term Investments

Short-term investments consist of fixed income securities with remaining maturities of greater than three
months at the date of purchase and debt securities. As of December 31, 2005, marketable securities investment
included SIGA Technologies, Inc., which was sold for a gain of $1.7 million during 2006. At December 31, 2006
and 2005, all of the investments were classified as available for sale investments. As of December 31, 2006,
short-term investments with gross unrealized losses have been in that position for less than twelve months.
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ViroPharma Incorporated

Notes to the Consolidated Financial Statements (continued)

The following summarizes the available-for-sale investments at December 31, 2006 and 2005:

Gross Gross
unrealized unrealized

(in thousands} Cost gains losses Fair value
December 31, 2006
Certificates of deposit .. ... ... . ... .. ... ... $ 300 $— 5— £ 300
Debt securities:

US Treasury and other US Government Agencies . ......... 46,430 12 41 46.401

Foreign Governments .. ............. ... iiuineon.. 44,494 225 32 44 687

Corporate ...t e 112,577 16 96 112,497

$203,801 $253 $169  $203,885

Maturities of investments were as follows:

Lessthanone year .............. ... ueiiuiinrerrnnnns $203.801 $253 $169  $203.885

December 31, 2005
Certificates of deposit .. .......... .. ... ... ... ... ....... $ 553 5— — $ 553
Marketable equity securities . ..., ... o oo oL 1,015 — 350 665
3 1,568 5— $350 § 1,218

Maturities of investments were as follows:
Lessthanone year .......... .. ... ... ... oiiin... $ 553 — $— $ 553

Note 4. Inventory

Inventory is related to Vancocin and is stated at the lower of cost, using the first-in first-out method, or
market. The following represents the components of the inventory at December 31, 2006 and 2005:

(in thousands) 2006 2005

Raw Materials . ...t $3273  § 2,108
Finished Goods . ... ... . i e 1,487 8,888
Total . e e $4,760  $10,996

At December 31, 2005, finished goods inventory included $4.4 million related to additional costs due to an
amended manufacturing agreement with Lilly, which, among other things, increased the amount of Vancocin that
Lilly supplied to the Company during 2005. The amendment stated that if Lilly supplied the full amount of
increased product volume, the Company would pay Lilly up to $4.5 million in addition to the original contract
price for those additional units. Lilly supplied the agreed upon increased product volume in December 2003, $0.1
million of which was sold in 2005. This is the primary reason for the reduced inventory balance at December 31,
2006. Additionally, all finished goods at December 31, 2006 are produced by and purchased from OSG Norwich,
which carry a lower inventory cosl.
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Note 5. Equipment and Leasehold Improvements

Equipment and leasehold improvements consists of the following at December 31, 2006 and 2005:

{in thousands) 2006 2005
Computers and equipment . ... . ... 352941  §1,560
Leasehold improvements . . ... .. ... . . e 1,560 1,326
4,501 2,886
Less: accumulated depreciation and amortization .......................... 1,673 1,331
Equipment and leasehold improvements, net ................c. i, $2,828  $1,555

The useful life for compulers and equipment is three 10 five years.

The useful life for leasehold improvements is the shorter of 15 years or the remaining life of the lease. The
15 years represents the term of the lease, which expires in 2017, as it is not reasonabty assured that the lease
extensions will be exercised, The lease was terminated in January 2007 when the Company purchased the
facility. See Note 19.

Note 6. Intangible Assets

The following represents the balance of the intangible assets at December 31, 2006:

G
lntalr:;sii)]e Accomulated  Net Intangible
(in thousands} Assets Amortization Assets
Trademarks . . ..ottt e e $ 12,007 % 1,027 $ 10,980
KNOwW-HowW . i e e e 84,046 7,192 76,854
Customer relationship ... .. ... ... ... .. . ... . 38,096 3,258 34,838
Total L e e e e e $134,149 $11.477 $122.672

The following represents the balance of the intangible assets at December 31, 2005:

G
lntalr-logﬁ)le Accumulated  Net Intangible
(in thousands) Assets Amortization Assels
Trademarks ... ..ot $ 11412 $ 520 $ 10,892
Know-how . .o e 79,880 3,639 76,241
Customer relationship .. ... .. ... .. . L e 36,207 1,649 34,558
Total .« .. e e e $127,499 $5,808 $121,691

In March 2006, the Company learned that the FDA's Office of Generic Drugs (*OGD”) had changed its
approach regarding the conditions that must be met in order for a generic drug applicant to request a waiver of
in-vivo bioequivalence testing for copies of Vancocin. Since this change in approach is. in accordance with
SFAS No. 144, a triggering event and potentially impact the recoverability or useful life of the Vancocin-related
intangible assets, the Company assessed the Vancocin-related intangible assets for potential impairment or
change in useful life. While the Company is opposing this attempt by the OGD, the outcome can not be
reasonably determined and the impact of this change on market share and net sales is uncertain. However, the
Company determined that no impairment charge was appropriate at that time as management believes the
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undiscounted cash flows, which consider some level of generic impact, will be sufficient to recover the carrying
value of the asset and there has been no change to fair value.

In the event the OGDY’s revised approach for Vancocin remains in effect, the time period in which a generic
competitor may enter the market would be reduced. This could result in a reduction to the useful life of the
Vancocin-reiated intangible assets. Management currently believes there are no indicators that would require a
change in useful life as management believes that Vancocin will continue to be utilized along with generics that
may enter the market.

A reduction in the useful life, as well as the timing and number of generics, will impact our cash flow
assumptions and estimate of fair value, perhaps to a level that could result in an impairment charge. The
Company will continue to monitor the actions of the OGD and consider the effects of our opposition actions and
the announcements by generic competitors or other adverse events for additional impairment indicators and will
reevaluate the expected cash flows and fair value of our Vancocin-related assets at such time.

The Company is obligated to pay Eli Lilly and Company (“Lillv”) additional purchase price consideration
based on net sales of Vancocin within a calendar year. The additional purchase price consideration is determined
by the annual net sales of Vancocin, is paid quarterly and is due each year through 2011. The Company accounts
for these additional payments as additional purchase price in accordance with SFAS No. 141, Business
Combinations, which requires that the additional purchase price consideration is recorded as an increase {o the
intangible assets of Vancocin, is allocated over the asset classifications described above and is amortized over the
remaining estimated useful life of the intangible assets. In addition, at the time of recording the additional
intangible assets, a cumulative adjustment is recorded to accumulated intangible amortization, in addition to
ordinary amortization expense, in order to reflect amortization as if the additional purchase price had been paid in
November 2004.

As of December 31, 2006, we have paid an aggregate of $17.1 million to Lilly in additional purchase price
consideration, as our net sales of Vancocin surpassed the maximum obligation level of $65 million in 2005 and
2006. The $17.1 million payment was based upon 35% of $19 million in 2006 and 50% of $21 million in 2005.
The Company is obligated to pay Lilly additional amounts based on annual net sales of Vancocin as set forth
below:

2007 35% payment on net sales between $48-65 million
2008 through 2011 35% payment on net sales between $45-65 million

No additional payments are due to Lilly on net sales of Vancocin below or above the net sales levels
reflected in the above table.

In the second quarter of 2006, the net sales of Vancocin exceeded the contracted range for which we are
obligated to additional purchase price consideration for 2006. The additional purchase price consideration was
$6.6 million and $10.5 million for 2006 and 2003, respectively, which was recorded as an increase to the
intangible assets of Vancocin, was allocated over the asset classifications described above and amortized over the
remaining estimated useful life of the intangible assets, which is estimated to be 23 years as of December 31,
2006. In addition, at the time of recording the additional intangible assets, the Company recorded a cumulative
adjustment in 2006 and 2005 of approximately $0.4 million and $0.3 million, respectively, to accumulated
intangible amortization, in addition to ordinary amortization expense, in order to reflect amortization as if the
additional purchase price had been paid in November 2004,
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Amortization expense for the years ended December 31, 2006, 2005 and 2004 was $5.7 million, $5.2
million and $0.6 million, respectively. The estimated aggregated amortization expense for each of the next five
years will be approximately $5.4 million, excluding any future increases related to additional purchase price
consideration that may be payable to Lilly.

Note 7. Accrued expenses and other current liabilities
Accrued expenses and other current liabilities consist of the following at December 31, 2006 and 2005:

{in thousands) 2006 2005
Rebates and tetUImIS . ... ... ot e $ 5102 § 7,680
Payable to GSK (see Note 10) . . ... ..ot e e e 3,000 —
Payroll, bonus and employee benefits liabilities . ......................... 2,504 1,854
Clinical development and research liabilities ............................ 479 506
Payable toLilly (see Note 4) . ... ... oii i i e — 4,000
Insurance payable ...... ... ... . . . . ... — 2,040
Interest payable . ... ... e — 1,578
Other current liabilities .. ... ... ... . ... . i et 3,044 1,744

$14,129  $19,402

Note 8. Current Portion of Long-Term Debt

As of December 31, 2006, the Company had no long-term debt. As of December 31, 2005, the subordinated
convertible notes were reported as current since it was the Company’s intent to redeem these notes in the first
quarter of 2006. On March 1, 2006, the Company redeemed the remaining $78.9 million principal amount of
subordinated convertible notes for $79.6 million. This eliminated the Company’s long-term debt that was
outstanding at December 31, 2005.

Note 9. Long-Term Debt

On March 1, 2006, the Company paid off all long-term debt (see Note 8). During 2005 and 2004, the
Company had substantial long-term debt. The following table illustrates the financial statement components
related to long-term debt and the information that follows details the debt related transactions.

2006 2005 2004
Debt principal as of December 31,
Subordinated convertible NOES . . ... . ot —  $78,920 $127,900
Sentor notes) | L L e e — — 62,500
Senior convertible notest L .. .. e e, — — —
Total debtprincipal ....... ... . e —  $78920 $190,400
Interest Expense
Interest expense on subordinated convertible notes . .................... $790 $ 6,150 $ 7,657
Interest expense on seniornotes'™™ ... ... ... i e e — 330 1,267
Interest expense on senior convertible notes®™ .. ... . ... ... oLl — 1,635 —
Amortization of fINANCE COBLS . ... v ittt e it et 75 981 1,369
Amortization of debt discount . ......... ... . e — 697 —
Beneficial conversion feature . ....... ... i e (179) 1,489 —
L0 10 = a1 1 (= 1 =11 A O — 22 27
Total iNLErES EXPENSE o\ v o v e s e e e e e e et e et e e e e e e e $686 $11,304 $ 10,320
Change in fair value of derivative liability ................. ... ... ... .. ... —  $(4,044) —

() Senior notes were exchanged for senior convertible notes and redeemed in 2005, as further discussed below.
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Subordinated Convertible Notes

The Company made a private offering of $180.0 million of 6% subordinated convertible notes due March
2007 (the “subordinated convertible notes™), which closed on March 8, 2000. Gross proceeds from the issuance
of the subordinated convertible notes were $180.0 million. Debt issuance costs of $5.7 million have been
capitalized and are being amortized over the term of the notes. The notes are convertible into shares of the
Company’s common stock at a price of $109.15 per share, subject to certain adjustments. The notes bear interest
at a rate of 6% per annum, payable semi-annually in arrears, and can be redeemed by the Company, at certain
premiums over the principal amount, at any time. The notes are subordinated in right of payment to all senior
indebtedness of the Company. The notes may be required to be repaid on the occurrence of certain fundamental
changes, as defined.

In September 2004, the Company’s Board authorized the Notes Repurchase Committee of the Board to
approve the issuance of up to 5,000,000 shares of its common stock in exchange for the surrender of
subordinated convertible notes from time to time. In 2005, the Company’s Board authorized the Notes
Repurchasc Committee of the Board to approve the expenditure of up to $48.0 million to purchase the
subordinated convertible notes from time to time, of which the Company spent $47.6 million to purchase $49.0
million of subordinated convertible notes as of December 31, 2005. The Company recorded a $1.1 million gain,
net of the write off of deferred finance costs, in connection with the 2005 repurchases.

From the issuance date of the subordinated convertible notes through December 31, 2005, the Company
reduced the outstanding principal amount of its subordinated convertible notes by $101.1 million, including
purchasing for cash an aggregate of $99.1 million in principal amount of its subordinated convertible notes for
approximately $66.2 million and entering into agreements with a third party under which it issued 473,054 shares
of its common stock in exchange for the surrender of $2.0 million of face amount of its subordinated convertible
notes held by such third party. The shares issued in this transaction had a market value of $1.2 million at the date
of issuance.

On March 1, 2006, the Company redeemed the remaining $78.9 million principal amount of the
subordinated convertible notes for $79.6 million. This eliminated the Company’s long-term debt that was
outstanding at December 31, 2005. The Company recognized a charge of $1.1 million related to this payment and
wrote off of the remaining deferred financing costs on March 1, 2006.

Senior Notes

To partially finance the acquisition of Vancocin, ViroPharma issued $62.5 million aggregate principal
amount of Senior Secured Bridge Notes due Octlober 2005 (the “senior notes™) and warrants to purchase
5,000,000 shares of the Company’s common stock at $0.01 per share (the “warrants”) in October 2004. The
senior noles and the warrants were automatically exchanged for 6% Convertible Senior Secured Notes due
October 2009 (the “senior convertible notes™) following stockholder approval of the issuance of the senior
convertible notes in January 2005.

Interest on the senior notes was payable monthly at an annual rate of 10% until shareholder approval of the
exchange into the senior convertible notes in January 2005. One full year of interest payable of $10.0 miltion on
the senior notes was also placed into escrow and released as interest payments became due. Upon the exchange
of senior notes for senior convertible notes in January 2005, the remaining $8.4 million balance of the unpaid
escrowed interest for the senior notes was released to the Company. Debt issuance costs of $3.8 million were
capitalized and were being amortized over the life of the senior notes, which, until exchanged into the sentor
convertible notes, was one year. Upon the exchange, the estimated useful life of these costs was revised and the
unamortized costs were amortized over the life of the senior convertible notes.
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In accordance with SFAS No. 8, Classification of Short-Term Obligations Expected to be Refinanced, the
Company recorded the senior notes as long-term debt as of December 31, 2004,

Senior Convertible Notes

The senior notes and the warrants were automatically exchanged in January 2005 for the senior convertible
notes following stockholder approval of the issuance of the senior convertible notes. The $62.5 million value of
the senior convertible notes, which were due in October 2009, were in an amount equal to the aggregate principal
amount of the senior notes for which the senior convertible notes were exchanged. In April 2005, the initial
investors in the senior notes exercised their purchase option and acquired an additional $12.5 million of the
senior convertible notes with identical terms.

The senior convertible notes were convertible into shares of common stock at the option of the holder at a
conversion rate of $2.50 per share, The Company was also able to elect to automatically convert in any calendar
quarter up to twenty-five percent of the principal amount of the senior convertible notes into shares of its
common stock if certain trading thresholds were met. When the investors voluntarily converted the senior
convertible notes and when the Company effected an auto-conversion of the senior convertible notes, the
Company made additional payments on the principal amount converted equal to three full years of interest, less
any interest actually paid or provided for prior to the conversion date. In the case of a voluntary conversion by
the investors, the Company was required to make this payment in cash. When the Company effected an auto-
conversion, the Company elected to make the additional payment with shares of its common stock valued at 90%
of the volume weighted average price of the stock for the 10 days preceding the antomatic conversion date, in
accordance with the provisions of the senior convertible notes.

Through December 31, 2003, investors had voluntarily converted $40.8 million of principal amount on the
senior convertible notes into 16,360,000 shares of common stock and had received $6.8 million in cash related
make-whole interest payments, which reduced the derivative liability, as discussed below. Through
December 31, 2005, the Company had auto-converted the remaining principal amount of senior convertible notes
into common stock. On June 27, 2005, the Company affected an auto-conversion of $18.8 million of principal
amount on the senior convertible notes into 7,500,000 shares of common stock and issued 516,674 shares of
common stock as make-whole interest payments, in accordance with the auto-conversion terms in the indenture.
The make-whole payment reduced the derivative liability by $3.1 million, which represented the cash value of
the make-whole payment, and increased interest expense by $0.6 million, which represents the beneficial
conversion feature. The beneficial conversion feature is the result of the fair value of the 516,674 shares of
common stock on the commitment date exceeding the stock value as defined by the auto-conversion provisions.
On July 12, 2005, the Company affected an auto-conversion of $15.4 million of principal amount on the senior
convertible notes into 6,140,000 shares of common stock and issued 381,831 shares of common stock as make-
whole interest payments, in accordance with the auto-conversion terms summarized above. The make-whole
payment eliminated the derivative liability, which represented the cash value of the make-whole payment
provision, and increased interest expense by approximately $0.9 million, which represented the beneficial
conversion feature. The beneficial conversion feature is the result of the fair value of the 381,831 shares of
common stock on the commitment date exceeding the stock value as defined by the auto-conversion provisions.
In addition, a portion of the discount on debt of $1.0 million was reduced through additional paid-in capital.

In accordance with SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities,” as
amended, the make-whole provision contained in the senior convertible notes is not clearly and closely refated to
the characteristics of the senior convertible notes. Accordingly, the make-whole provision is an embedded
derivative instrument and is required by SFAS No. 133 to be accounted for separately from the debt instrument.
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As a result, the Company recorded an $8.6 million derivative liability, which was the fair value of the make-
whole provision based on a Monte Carlo simulation at the time of issuance. The $8.6 million includes $7.9
million upon the conversion of the senior notes into senior convertible notes in January 2005 and $0.7 million
upon exercise of the initial investors purchase option in April 2005. This liability was reduced for interest
payments on conversions during 2005 and eliminated the liability as of July 12, 2005, after which the senior
convertible notes were no longer outstanding. Prior to June 30, 2003, changes in the fair value of the derivative
liability were measured using a Monte Carlo simulation model and are recorded as change in fair value of
derivative liability in the consolidated statement of operations. The change in fair value of derivative liability
recorded in the statement of operations was a loss of $4.0 million for the year ended December 31, 2005.

The discount on debt of $8.6 million, resulting from the recording of the derivative liability, was accreted
over the life of the senior convertible notes, which was recorded as additional interest expense of $0.7 million for
the year ended December 31, 2005. The remaining $7.9 million of discount on debt has been reduced through
additional paid-in capital to reflect the conversions of $75.0 million of senior convertible notes to common stock.

In addition, in 2005, the remaining $3.2 million of long-term finance costs was reduced through additional
paid-in capital upon conversions. These long-term finance costs provided an income tax benefit of $1.4 million,
which was recorded in 2006 as part of the provision to return adjustments.

Note 10. Acquisition, License and Research Agreements
Vancocin Acquisition

In November 2004, the Company acquired all rights in the U.S. and its territories to manufacture, market
and sell the oral capsule formulation of Vancocin, as well as rights (o certain related Vancocin products, from
Lilly. Oral Vancocin is a potent antibiotic approved by the FDA to ireat antibiotic-associated pseudomembranous
colitis caused by Clostridium difficile and enterocolitis caused by S. aureus (including methicillin-resistant
strains). Lilly retained its rights to vancomycin outside of the U.S. and its territories in connection with this
transaction.

Through this acquisition, the Company acquired certain know-how related to manufacturing of the product,
the Vancocin trademark, starting material inventory, the active New Drug Application (NDA) for Vancocin as
well as additional rights relating to the injectable and oral solution formulations of vancomyecin. In addition, the
Company received certain related intellectual property and other information and materials required to continue
marketing the brand in the U.S. and its territories.

To acquire the rights 10 Vancocin, the Company paid an upfront cash payment of $116.0 millien, comprised
of $53.5 million from the Company’s existing cash and $62.5 million from the issnance of $62.5 million
aggregate principal amount of Senior Notes and Warrants (see Note 9). The Company spent approximately $2.0
million in fees related to this transaction. In addition, Lilly is entitled to additional payments on annual net sales
of Vancocin within certain defined levels of sales occurring between 2005 and 2011 (see Note 6). In 2006 and
2005, the Company paid $6.6 million and $10.5 million, respectively, of these additional payments, which was
accounted for as contingent consideration, increasing the carrving amount of the related intangible assets (see
Note 6).

The Company recorded this transaction as an asset purchase with the purchase price and related transaction

costs allocated to specific tangible and intangible assets acquired. The assets will be amortized over their related
useful lives (see Note 6).
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Schering Plough Agreement

In November 2003, the Company entered into an agreement granting Schering-Plough Corporation
(“Schering-Plough™) the option to license ils intranasal formulation of pleconaril for the treatment of the common
cold in the U.S. and Canada. Under terms of the agreement, Schering-Plough paid the Company an up-front
option fee of $3.0 million, which was recognized as revenue over its estimated performance period, which ended
in August 2004,

In November 2004, the Company announced that Schering-Plough entered into a license agreement under
which Schering-Piough has assumed responsibility for all future development and commercialization of
pleconaril. Other than transitioning the technology to Schering-Plough, the Company will have no further
continuing operational involvement with the development and commercialization of the intranasal formulation of
pleconaril for the treatment of the common cold. Upon the effective date of the agreement, Schering-Plough paid
the Company an initial license fee of $10.0 million, which was recorded as license fee and milestone revenue in
2004 consistent with the Company’s revenue recognition pelicy. As part of the agreement, Schering-Plough also
purchased the Company’s existing inventory of bulk drug substance for an additional $6.0 million during January
2005. The Company reviewed the factors surrounding this purchase and determined that since title had not
passed uatil 2005, the related revenue was recognized in the first quarter of 2005. The Company will also be
eligible to receive up to an additional $65.0 million in milestone payments upon achievement of certain targeted
regulatory and commercial events, as well as royalties on Schering-Plough’s sales of intranasal pleconaril in the
licensed territories.

SIGA Agreement

During the third quarter of 2004, the Company sold certain of its non-core assets, including compounds,
assays and other intellectual property related to the development of antiviral drugs targeting the smallpox virus
and viral hemorrhagic fever viruses, to SIGA Technologies, Inc. (“SIGA™), a company that focuses on the
development of preducts for the prevention and treatment of infectious diseases, with an emphasis on products
for biological warfare defense. As consideration for such assets, SIGA paid the Company $1.0 million in cash
and issued the Company one million shares of SIGA common stock. The shares received were accounted for as
available-for-sale securities and recorded at fair value as part of short-term investments as of December 31, 2005
and 2004. The gain on sale of these assets recognized by the Company was $1.7 million on the date of this
transaction, net of broker fees. During 2006, the Company sold all of the shares of SIGA and recorded an
aggregate gain of $1.7 million.

GlaxoSmithKline Agreement

In August 2003, the Company announced the acquisition of worldwide rights (excluding Japan) from
GlaxoSmithKline (GSK) to an antiviral compound (maribavir, or VP41263) that is an inhibitor of
cytomegalovirus (CMV). The Company plans to advance maribavir initially for the prevention and treatment of
CMYV infection in transplant patients.

Under the terms of the agreement, the Company has exclusive worldwide rights (excluding Japan) to
develop and commercialize maribavir (VP41263) for the prevention and treatment of cytomegalovirus infections
related to transplant (including solid organ and hematopoietic stem cell transplantation), congenital transmission,
and in patients with HIV infection. The Company will focus initially on patients who have received a
hematopoietic stemn cell (bone marrow) transplant, and are at risk for or have been infected with CMV. The
Company paid GSK a $3.5 million up-front licensing fee and may pay additional milestones based upon the
achievement of defined clinical development and regulatory events, if any. The Company also will pay royalties
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to GSK and its licensor on preduct sales in the U.S. and the rest of the world (excluding Japan). The $3.5 million
up-front licensing fee was recorded as an acquisition of technology rights expense during 2003 as the underlying
technology has not reached technological feasibility and has no alternative uses. In the third quarter of 2006, a
milestone related to the initiation of the phase 3 study occurred and $3.0 million was charged to research and
development and paid in February 2007. This amount is included in accrued expenses and other liabilities as of
December 31, 2006.

Wyeth Agreement

In December 1999, the Company entered into a licensing agreement with Wyeth for the discovery,
development and commercialization of hepatitis C drugs. In connection with the signing of the agreement, the
Company received $5.0 million from Wyeth. This amount is non-refundable and a portion of it was recorded as
deferred revenue at December 31, 1999, This revenue is being recognized as certain activities are performed by
the Company over the estimated performance peried. The original performance peried was 5 years. In 2002, the
Company and Wyeth extended the compound screening portion of the agreement by two years, and as a result the
Company extended the performance period from 5 years to 7 years. The unamortized balance of the deferred
revenue will be amortized over the balance of the extended performance period. Of this deferred revenue, the
Company recognized $0.6 million as revenue in each 2006, 2005 and 2004. The revenue was fully amortized as
of December 31, 2006, resulting in no deferred revenue on the consolidated balance sheet. In September 2006,
the Company agreed to renew some limited preclinical screening activity with Wyeth. The amortization period
was not extended to reflect this renewal as the economic benefit of the initial $5.0 million payment is no lenger
being earned and the Company’s involvement with the activity is de minimus.

If drug candidates are successfully commercialized, the Company has the right to co-promote the products
and share equally in the net profits in the U.S. and Canada. The Company is entitled to milestone payments upon
the achievement of certain development milestones and royalties for product sales, if any, outside of the U.S, and
Canada.

In 2000, the Company sold an aggregate of 200,993 shares of common stock to Wyeth for aggregate
proceeds of $6.0 million. The sales of common stock were as a result of progress made under the companies’
hepatitis C virus collaboration. In August 2006, Wyeth and the Company announced that data indicated that
HCV-796 has achieved a “proof of concept” milestone under the companies’ agreements, In connection with
meeting the proof of concept milestone, Wyeth purchased 981,836 shares of ViroPharma’s common stock for a
purchase price of $10.0 million which represents the final stock purchase milestone outlined in the companies’
agreements.

In June 2003, the Company amended its collaboration agreement with Wyeth to, among other things, focus
the parties’ screening activity on one target, to allocate more of the collaboration’s pre-development efforts to the
Company (subject to the Company’s cost sharing arrangement with Wyeth for this work), and to clarify certain
of the reconciliation and reimbursement provisions of the collaboration agreement. In addition, under the
amended agreement both companies are permitted to work outside the collaboration on screening against targets
other than the target being addressed by each company under the collaboration. While, in connection with the
Company’s restructuring in January 2004, it agreed with Wyeth that both parties would cease screening
compounds against HCV under the collaboration, in September 2006, the Company agreed to renew some
limited preclinical screening activity with Wyeth. During the term of the agreement, the two parties will work
exclusively with each other on any promising compounds and in one particular HCV target.
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Other Agreements

The Company has entered into various other licensing, research and other agreements. Under these other
agreements, the Company is working in collaboration with various other parties. Should any discoveries be made
under such arrangements, the Company would be required to negotiate the licensing of the technology for the
development of the respective discoveries. There are no significant funding commitments under any of these
other agreements.

Note 11. Stockholder’s Equity
Preferred Stock

The Company’s Board of Directors has the authority, without action by the holders of common stock, to
issue up to 4,800,000 shares of preferred stock from time to time in such series and with such preference and
rights as it may designate.

The Company adopted a Stockholders’ Rights Plan (the “Plan”) in September 1998. In connection with the
Plan, the Company designated from its Preferred Stock, par value $.001 per share, Series A Junior Participating
Preferred Stock, par value $.001 per share (the “Series A Preferred Shares™), and reserved 200,000 Series A
Preferred Shares for issuance under the Plan, which the Board has the authority to modify when deemed
necessary. The Company declared a dividend distribution of one right for each outstanding share of common
stock. The rights entitie stockholders to purchase one one-hundredth of a share of Series A Junior Participating
Preferred Stock. The rights expire in 2008. Each holder of a right, other than the acquiring person, would be
entitled to purchase $250 worth of common stock of the Company for each right at the exercise price of $125 per
right, which would effectively enable such rights holders to purchase common stock at one-half of the then
current price. At December 31, 2006, the rights were neither exercisable nor traded separately from the
Company’s common stock, and become exercisable only if a person or group becomes the beneficial owner of
20% or more of the Company's common stock or announces a tender offer which would result in ownership of
20% or more of the Company's common stock.

Common Stock

In July 2001, the Company filed a Form S-3 universal shelf registration statement with the Securities and
Exchange Commission (the “SEC™) for the registration and potential issuance of up to $300 million of the
Company's securities, of which $39 million remained at December 31, 2006. On October 19, 2001 the SEC
declared the registration statement effective,

In December 20035, the Company entered into an underwriting agreement with Goldman, Sachs & Co.,
Piper Jaffray, Lazard Capital Markets and $G Cowen & Co. for the sale of 10,350,000 shares of its common
stock at $16.75 per share. The sale was completed on December 12, 2005 and net proceeds from the sale were
appreximately $163.5 million.

In August 2006, Wyeth and the Company announced that data indicated that HCV-796 has achieved a
“proof of concept” milestone under the companies’ agreements. In connection with meeting the proof of concept
milestone, Wyeth purchased 981,836 shares of ViroPharma’s common stock for a purchase price of $10.0
million which represents the last of three stock purchases outlined in the companies’ agreements. The price per
share of $10.19 for the stock was based on a premium to a trailing average price for 20 days starting five business
days prior to the closing date, which was August 16, 2006. This purchase was recorded to common stock and
additional paid-in-capital.
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Note 12. Equity Compensation Plans

The Company adopted SFAS 123R as of January 1, 2006 using the modified prospective method. SFAS
123R primarily resulted in a change in the Company's method of measuring and recognizing the cost of grants
under the Employee Stock Option Plans and Employee Stock Purchase Plan to a fair value method and
estimating forfeitures for all unvested awards. Results for prior periods have not been restated. In connection
with the adoption of SFAS 123R, the deferred compensation at December 31, 2005 of $3,000 related to previous
grants of non-employee stock options was offset against additional paid-in capital. Prior to the adoption of SFAS
123R, the Company presented all tax benefits of deductions resulting from the exercise of stock options as
operating cash flows. SFAS 123R requires the cash flows resulting {rom tax benefits in excess of the
compensation cost recognized for those options (excess tax benefits) be classified as financing cash flows. SFAS
123R requires that the Company estimate forfeiture rates for all share-based awards. The Company monitors
stock options exercises and employee termination patterns in estimating the forfeiture rate.

In accordance with Staff Accounting Bulletin No. 107 (“SAB 1077) issued in March 2005, share-based
payment expense has been included in both research and development expense (“R&D”) and marketing, general
and administrative expense (“MG&A™). Share-based compensation expense consisted of the following for the
year ended December 31, 2006:

(in thousands)

Plan R&D MG&A Total

Employee Stock Option Plans ... ... ... . i it $1,225 $3,784 $5,009
Employee Stock Purchase Plan . ........ ... . ... ... . . o i 26 20 46
Non-employee Stock Options ... ... .. i i i (57 — (57)
TOlal .o e $1,194 33,804 $4,998

In the table above, MG&A includes approximately $300,000 of compensation cost due to accelerating the
vesting on an employee’s stock option grant in the third quarter of 2006. No amounts of share-based
compensation cost have been capitalized into inventory or other assets during the year ended December 31, 2006.

As a result of adopting SFAS 123R, the Company’s income before income taxes and net income for the year
ended December 31, 2006 were $5.0 million and $3.1 million lower, respectively, than if it had continued to
account for share-based compensation under APB No. 25. Basic and diluted earnings per share for the year ended
December 31, 2006 would have been $1.01 per share and $1.00 per share, respectively, if the Company had not
adopted SFAS 123R, compared to reported basic and diluted earnings per share of $0.97 and $0.95 per share,
respectively.

Emplovee Stock Option Plans

The Company currently has three option plans in place: a 1995 Stock Option and Restricted Share Plan
(“1995 Plan”), a 2001 Equity Incentive Plan (“2001 Plan”) and a 2005 Stock Option and Restricted Share Plan
(*“2005 Plan™) (collectively, the “Plans”). In September 2003, the 1995 Plan expired and no additional grants will
be issued from this plan. The Plans were adopted by the Company’s board of directors to provide eligible
individuals with an opportunity to acquire or increase an equity interest in the Company and to encourage such
individuals to continue in the employment of the Company.

Stock options granted under the 2005 Plan must be granted at an exercise price not less than the fair value of
the Company’s common stock on the date of grant. Stock options granted under the 2001 Plan can be granted at
an exercise price that is less than the fair value of the Company’s common stock at the time of grant. Stock
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options granted under the 1995 Plan were granted at an exercise price not less than the fair value of the
Company’s common stock on the date of grant. Stock options granted from the Plans are exercisable for a period
not to exceed ten years from the date of grant. Vesting schedules for the stock options vary, but generally vest
25% per year, over four years. Shares issued under the Plans are new shares. The Plans provide for the delegation
of certain administrative powers to a committee comprised of company officers.

Options granted during the 2006, 2005 and 2004 had weighted average fair values of $11.86, $4.43 and
$2.68 per option. The fair valee of each option grant was estimated throughout the year using the Black-Scholes
option-pricing model using the following assumptions for the Plans:

2006 2005 2004
Expected dividend yield ....................... — — —
Range of risk free interestrate . ................. 43% -5.1% 37%-4.4% 33%-4.2%
Weighted-average volatility .................... 103.0% 127.3% 131.1%
Range of volatility . ....................couht, 95.4% ~ 136.4% 102.0% - 140.0% 127.1% - 144.7%
Range of expected option life (in years) ........... 4.08 - 6.25 4.00-10.00 5.75-5.75

Risk free interest rate is based on the U.S. Treasury yield curve in effect at the time of grant. Volatility is
based on the Company’s historical stock price using the expected life of the grant. Expected life is based upon
the short-cut method permitted under SAB 107.

Prior to adopting SFAS 123R, if the Company had determined compensation cost for options granted based
on their fair value at the grant date under SFAS 123, the Company’s net income and net income per share for the
periods ended December 31, 2005 and 2004 would have been adjusted as indicated below (forfeitures are
accounted for as they occurred and no amounts of compensation expense have been capitalized into inventory or
other assets, but instead are considered period expenses in the pro forma amounts):

(in thousands, except per share data) 2005 2004
Net income (loss):
ASTEPOMED . . oottt e 3113,705  $(19,534)
Add: stock-based employee compensation expense included in net
1 Tote) 1< AU 4 378

Deduct: total stock-based employee compensation expense determine
under the fair-value-based method for all employee and director

AWAIAS . ottt e e et e (1,418) (2,992)
Proformaunder SFAS 123 ... ... . . . . . e $112,291 $(22,148)

Net income per share:
Basic,asteported . ... ... ... ... $ 256 §$ (0.73)
Basic, proformaunder SFAS 123 . ... ... ... oo oo $ 253 % (0.83)
Diluted, as reported ... ... $ 202 § (0.73)
Diluted, pro formaunder SFAS 123 . .. ... ... .. ... ... ... L $ 200 $% (0.83)
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In May 2006, stockholders of the company approved an amendment to the 2005 Plan to increase the number
of shares available for issuance under the plan by an additional 2,000,000 shares. As of December 31 2006, there

were 1,997,537 shares available for grant under the Plans. The following table lists the balances available by Plan
at December 31, 2006:

1995 Plan 2001 Plan 2005 Plan Combined

Number of shares authorized ............ ... ........... 4,500,000 500,000 2,850,000 7,850,000
Number of options granted since inception ............... (6,997,515) (991,600) (1,205,500) (9,194,615)
Number of options cancelled since inception . ............. 2,915,533 759,837 84,800 3,760,170
Number of sharesexpired ............. ... ... ... ..... {(418,018) —_ — (418,018)
Number of shares available for grant . .......... .. ... .. — 268,237 1,729,300 1,997,537

The following table lists option grant activity for the year ended December 31, 2006:

Weighted average
exercise price

Share Options per share
Balance at December 31,2003 .. ... ... .. . i 3,825,760 $10.63
Granted .. ... .. e 1,007,800 3.0t
Exercised ... ... ... ... . e (279,480) 0.90
Cancelled . . ..o e (1,851,909) 11.72
Balance at December 31,2004 ... .. ... i 2,702,171 8.05
Granted ... ... e e 1,094,920 5.40
Exercised .. ... .. e (540,986) 2.74
Cancelled . ... ... . . (121,900) 9.01
Balance at December 31,2005 ... .. ... . . i, 3,134,205 8.00
Oranted ... . e e 1,163,500 14.25
Exercised .. ..o e e e (209,774) 3.87
Forfeited ... . . e —_ —_
Expired ... ... . {168,509) 11.55
Balance at December 31,2006 .......... ... ... .. i, 3,919,422 $ 993

The total intrinsic value of share options exercised during the year ended December 31, 2006, 2005 and
2004 was approximately $1.9 million, $5.8 million, and $0.4 million, respectively. The Company received
approximately $0.8 million for stock options exercises during the vear ended December 31, 2006.

The Company has 3.9 miilion option grants outstanding at December 31, 2006 with exercise prices ranging
from $0.99 per share to $38.70 per share and a weighted average remaining contractual life of 7.26 years. The
following table lists the outstanding and exercisable option grants as of December 31, 2006:

Weighted average
remaining Aggregate intrinsic
Number of Weighted average contractual term value
options exercise price (years) (in thousands)
Qutstanding ........................... 3,919,422 $ 993 7.26 526,033
Exercisable . .. .. .. .. .. ... . .. ... ... 1,766,048 $10.59 5.62 $12.194
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As of December 31, 2006, there was $12.7 million of total unrecognized compensation cost related to
unvested share-based payments (including share options) granted under the Plans. That cost is expected to be
recognized over a weighted-average period of 1.4 years. The total fair value of shares vested in the year ended
December 31, 2006 was $4.6 million.

Employee Stock Purchase Plan

In 2000, the stockholders of the Company approved an employee stock purchase plan. A total of 300,000
shares originally were available under this plan. Since inception of the plan, the stockholders of the Company
approved an amendment to the plan to increase the number of shares available for issuance under the plan by
300,000 shares. Under this plan, 14,395, 15,894 and 16,273 shares were sold to employees during 2006, 2005
and 2004. As of December 31, 2006 there are approximately 293,180 shares available for issuance under this
plan.

Under this plan, employees may purchase common stock through payroll deductions in semi-annual
offerings at a price equal to the lower of 85% of the closing price on the applicable offering commencement date
or 85% of the closing price on the applicable offering termination date. Since the total payroll deductions from
the plan period are used to purchase shares at the end of the offering period, the number of shares ultimately
purchased by the participants is variable based upon the purchase price. Shares issued under the employee stock
purchase plan are new shares. There are two plan periods: January | through June 30 (“Plan Period One”) and
July 1 through December 31 (“Plan Period Two"). The plan qualifics under Section 423 of the Internal Revenue
Code.

During 2006, the Company received approximately $106,000 related to the employee stock purchase plan.
The fair value of the share-based payments was approximately $47,000. The fair value was estimated using the
Type B model provided by SFAS 123R, with the following assumptions:

2006 Plan Period 2006 Plan Period

Two One
Expecteddividend yield .............. ... ... .. ... ... — —
Risk freeinterestrate .......... ... ... . . i ivniaeeannnn 53% 4.4%
Volatility ... .. 78.6% 84.2%
Expected option life (inyears) ....... ... .. ... .. ... .. 0. 0.50 0.50

Under Plan Period Two, 7,322 shares were sold to employees on December 31, 2006 at $7.36 per share,
which represents the closing price on the offer commencement date of $8.62 per share at 85%.

Under Plan Period One, 7,073 shares were sold to employees on June 30, 2006 at $7.33 per share, which
represents the closing price on the offer termination date of $8.62 per share at 85%.

Non-employee Stock Options

In connection with the adoption of SFAS 123R on January 1, 2006, the Company reclassified approximately
$116,000 from additional paid-in capital to a current liability for 9,000 shares related to outstanding stock options
issued to non-employees in accordance with EITF Issue No. 00-19, Accounting for Derivative Financial
Instruments Indexed to, and Potentially Sertled in, a Company's Own Stock. As required by SFAS 123R, the
Company remeasured the fair value of these options to approximately $56,000 as of December 31, 2006, which
reduced compensation expense by approximately $60,000 in the year ended December 31, 2006. At the time of
grant, the value of these options had been recorded as an expense and an increase in additional paid-in capital in
accordance with APB No. 25.
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The fair value of the non-employee share options was estimated using the Black-Scholes option-pricing
model using the following range of assumptions:

December 31, 2006 January 1, 2006

Expecteddividend yield .............. ... ... . ... .... — —

Range of risk free interestrate . .......................... 4.7% - 5.1% 4.4% —4.4%
Weighted average volatility ............................. 87.9% 101.0%
Rangeof volatility ...... ... ... ... .. .. .. ... ......... 454%-974%  78.1%-112.6%
Contractual option life (inyears) ... ... ... .. ... ......... 0.55-5.01 1.55-6.01

There were no non-employee share options vested or exercised during the year ended December 31, 2006 or
2005. Shares issued 1o non-employees upon exercise of stock options are new shares.

Note 13. Income Taxes
For the year ended December 31, 2004, the Company had no income tax expense or benefit.

For the years ended December 31, 2006 and 2005, the following table summarizes the components of
income before income taxes and the provision (benefit) for income taxes:

Year ended Year ended
December 31, December 31,
(in thousands) 2006 2005
Income before INCOME TAXES . .t v vttt e e e et e et $108,528 $ 75,900
(Benefit) expense for income taxes:
Current:
Federal .......... .. . i i e $ 18,602 $ 7,797
Stateand local ..., .. .. i e 3,873 2,153
Subtotal ..., e 22,475 9,950
Deferred:
Federal ... ... ... . . e 18,126 (44,196)
Stateandlocal ...... ... . ... e e 1,261 (3,559)
Subtotal .. ... 19,387 (47,755)
TRCOME TAX EXPEISE .+ .\ v vttt e e s vt e e e arnnneeeennnnns $ 41,862 $(37,805)

The effective income tax rate was 38.6% and benefit of 49.8% for the years ended December 31, 2006 and
2005, respectively. The 2005 income tax amounts are not comparable to 2006 as the Company released a portion
of the valuation allowance to establish deferred tax assets in 2005. In addition to federal and state income tax at
Statutory rates and the effects of various permanent differences included in all periods for which income tax
expense is reported, our income tax expense of $41.9 million for the year ended December 31, 2006 also includes
the impact of provision to return adjustments and the impact of adjustments to state apportionment rates.
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For the year ended December 31, 2006 and 2005, the following table summarizes the principal elements of
the difference between the effective income tax rate and the federal statutory income tax rate:

Year ended Year ended
December 31, December 31,
2006 2005
1J.S. federal statutory income tax rate .............cuveevuniina.n. 35.0% 35.0%
State and local income benefit, net of federal income tax effect . ....... 3.1 {1.2)
Share-based compensation . .. ......... ... i e 0.7 —
Derivative mark to market on convertible notes . ................... — L9
Interest on convertible notes .......... .. .. . e — 09
Conversions of convertiblenotes .. ............ ... . oo — 1.2
Change in valuation allowance ............... ... .. ... . ... .. — (87.6)
Other L e e e e 0.2) =
Effective income tax expense rale ...........ccovviiniinnnnrnnn.s 38.6% (_A}_Q._S)%

The following table summarizes the change in the valuation allowance:

December 31, December 31,

(in thousands) 2006 2005
Valuation allowance at beginning of year ......................... $49.060 $122,529
Credited (o eXPENSe .. ... ... . (782) (72,300}
Credited to additional paid-in-capital .................. ... ....... — (1,169)
Valuation allowance atendof year ........... ... ... ... ... .00 $48,278 $ 49,060

In 2006, the $0.8 million of the valuation allowance credited to expense primarily relates to the impact of
provision to return adjustments. In 2003, the reductions related to considerations of the level of past and future
taxable income, the utilization of the carryforwards and other factors. Based upon these considerations, the
Company credited to expense a reduction to the valuation allowance of $72.3 million in the fourth quarter of
2003, $24.5 millien of which related to 2005. The remaining $47.8 million related to the portion of deferred tax
assets that management believed was more likely than not will be realized in future periods.

In 2006 and 2005, the Company also recorded $0.7 million and $2.0 million related to current stock option
tax benefits allocated directly to stockholders’ equity.
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The following table summarizes the components of deferred income tax assets and liabilities:

December 31,

(in thousands) 2006 2005
Deferred tax assets:
Net operating loss carryforwards . ... ... ... ... . . . i, $ 40,276 $ 50,568
Capitalized research and developmentcosts ....... ... ... ... ... .. ........ 28,989 37,014
Research and development credit carryforward ............... ... ... ... ....... 8,415 9,158
Non-deductible 1888rves ... ... . e 1.423 1,278
Depreciation and amortization . ........ ... ... . it e 145 366
L0 1T AP 1,254 394
SUDIOIAL .« 4+ ¢ttt et e 80,502 98,778
Valuation allowance .. ... i e (48,278  (49,060)
Deferred tax assels . . ... e 32,224 49,718
Deferred tax liabilities:
Intangible amOrtization . ... ... . i e 2,322 1.127
Prepaid eXpenses . . ... ... e 770 72
Deferred tax liabilities ... ... ... 3,092 1,199
Net deferred tax assels .. .. .. ... it 529,132 § 48,519

Due to the uncertainty of the Company’s ability to realize the benefit of all of the deferred tax assets, the
deferred tax assets are partially offset by a valuation allowance. The Company believes that it is more likely than
not that the remaining net deferred tax assets will be utilized in future periods.

The following table indicates where net-deferred income taxes have been classified in the Consolidated
Balance Sheet:

December 31, December 31,

(in thousands) 2006 2005

Deferred income tax assets—Current . . ... ..ot v e $ 9,225 $11,644
Deferred income tax assets—non-Current ... .......couuurennenenn. 19,907 36,875
Net deferred income taX aSS€IS . .. ..ottt et e e e $29,132 548,519

The following table summarizes carryforwards of net operating losses and tax credits as of December 31,
2006.

{in thousands) Amount Expiration

Federal net operating losses . ...ttt $ 87,964 2021 t0 2024
State netoperating losses . .......... i i 146,127 2007 1o 2024
Research and developmentcredits . .............................. 8415 2009 to 2024
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Note 14. Earnings per share

For the years ended December 31,

(in thousands, except per share data) 2006 2005 2004
Basic Earnings Per Share

Netincome (J0SS) ..ottt e e e et e $66,666 $113,705 $(19,534)
Common stock outstanding . . .. ....... ... i 68,990 44,334 26,578
Basic net income (loss) pershare ........ ... .. .. ... i i $ 097 § 25 § (0.73)
Diluted Earnings Per Share

Net income (JOSS) - oottt et e e e e e e e e e e $66,666 $113,705 $(19,534)
Add interest expense on senior convertiblenotes . ... ... ... L — 2,641 —
Diluted net income (1088) . .. ..ottt $66,666 $116,346 $(19,534)
Common stock outstanding . .. ... ... e 68,990 44,334 20,578
Add shares on senior convertible notes .......... ... .. ... — 11,959 —
Add "in-the-money" stock options ......... .. .. ... i i e 1,348 1,317 —
Common stock assuming conversion and stock option exercises ............ 70,338 57,610 26,578
Diluted net income (loss) pershare . ....... ... ... . ... .. . $ 09 $§ 202 % (0.73)

For the year ended December 31, 2006, diluted net income per share of $0.95 excludes approximately
2.6 million shares related to stock options that were not “in-the-money” as of December 31, 2006. For the year
ended December 31, 2005, diluted net income per share of $2.02 excludes approximately 938,000 potentially
dilutive common shares related to the subordinated convertible notes as their effect would be anti-dilutive and
approximately 830,000 potentially dilutive common shares related to stock options that were not “in-the-money”
as of December 31, 2005. For the year ended December 31, 2004, diluted net loss per share of $0.73 is calculated
using basic common shares outstanding since including potentially dilutive common shares of 2.7 million would
be anti-dilutive.

Note 15, 401(k) Employee Savings Plan

In 1998, the Company adopted a new 401(k) Employee Savings Plan (the “401(k) Plan”) available to all
employees meeting certain eligibility criteria. The 401(k) Plan permits participants to contribute up to 92% of
their compensation not to exceed the limits established by the Internal Revenue Code. Participants are always
fully vested in their contributions. The Company matches of 25% on the first 6% of participating employee
contributions. The Company contributed approximately $81,000, $47,000 and $60,000 to the 401 (k) Plan in each
of the years ended December 31, 2006, 2005 and 2004, respectively. The Company’s contributions are made in
cash. The Company’s common stock is not an investment option available to participants in the 401(k) Plan.

Note 16. Commitments and Contingencies

As of December 31, 2006, the Company leased 33,000 square feet in Exton, Pennsylvania for its marketing,
development and corporate activities under an operating lease expiring in 2017. The total remaining obligation
under this lease was $7.5 million. In Fanuary 2007, the Company purchased the facility and terminated the
operating lease. See Note 19.
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The Company'’s future minimum lease payments under the Company’s other operating leases related to
equipment for years subsequent to December 31, 2006 are as follows (in thousands):

Year ending December 31, Commitments
L N $ 73
1 45
2000 L e e e 36
Thereafter . ... . i e e e e 0
Total MIiNIMUM PAYIMENLS ... ... ..ttt iine e inriaeenann $154

Rent expense for the years ended December 31, 2006, 2005, and 2004 aggregated $0.7 million, $0.7 million
and $0.9 million, respectively.

The Company has a severance plan and severance agreements for certain employees and change of control
agreements for executive officers and certain other employees. Under its severance plan and severance
agreements, certain employees may be provided separation benefits from the Company if they are involuntarily
separated from employment. Under the Company’s change of control agreements, certain employees are
provided separation benefits if they are either terminated or resign for good reason from the Company within 12
months from a change of control.

Note 17. Restructuring
2006 Actions

There were no restructuring actions in 2006.

2005 Actions

There were no restructuring actions in 2005.

2004 Actions

In January 2004, the Company announced that it had restructured its organization to focus its resources on
the advancement and development of later stage products. As a result of this restructuring, the Company reduced
its workforce by 70% from December 2003 levels. This reduction was the result of the Company discontinuing
its early stage activities, including discovery research and most internal preclinical activities, and reductions in
clinical development and general and administrative personnel. During 2004, the Company included $9.2 million
of severance and asset impairment costs related to this restructuring in the consolidated financial statements. The
following table reflects the charges recorded during the year ended December 31, 2004:

Research and

(in thousands) Development G&A Total
SEVEIAMCE . o . o ottt et e e e e e e e et e e e e $3,579 $ 922 34,501
ASSELIMPAITINENIS L . L.ttt e ettt et ie e e — 5,169 5,169
Additional proceeds from the sale of unused fixed assets ................... —_ (422) (422)
TOtal .. e $3.579 $5.669 39,248

All restructuring obligations were paid by the end of 2004.
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Note 18. Supplemental Cash Flow Information

Year ended
December 31,
(in thousands) 2006 2005
Supplemental disclosure of non-cash transactions:
Unrealized gains (losses) on available for sale securities . .............. $ 407 % (497
Initial recognition of liability classified share-based awards ............ 116 —_
Liability classified share-based compensation benefit ................. 60 —
Non-cash conversion of senior convertible notes, net of non-cash costs of
. 007 O — 63,781
Non-cash debt discount upon issuance of senior convertible notes . ...... —_ 8,587
Non-cash conversion of senior notes to senior convertible notes . ........ — 62,500
Issuance of stock for make-whole payments on auto conversions ........ — 5.649
Non-cash interest expense for beneficial conversion on make-whole
PAVIMIENES .« . .. ottt et ittt — 1,489
Write-off of accrued interest to additional paid-in capital for auto
COMVETSIONS . ottt vttt ettt e et e e et ae et ee et eae e e — 766
Supplemental disctosure of cash flow information:
Cashpaid forinterest . . ...t $ 238 § 7410
Cashpaid fortakes ............ . it it 18,593 9,532

Note 19. Subsequent Events

On December 22, 2006, the Company entered into an agreement to purchase the facility in Exton,
Pennsylvania for $7.65 million, which was funded from available cash. On January 30, 2007, the purchase was
finalized and the operating lease was terminated. In the first quarter of 2007, in connection with recording the
acquisition of the building, the Company will also write off the deferred rent of $0.5 million, which was included
as a current liability as of December 31, 2006.
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Note 20. Quarterly Financial Information (unaudited)

This table summarizes the unaudited consoclidated financial results of operations for the quarters ended

(amounts in thousands except per share data):

March 31, June 30, September 30, December 31,
2006 Quarter Ended
Netproductsales ... ... . iiiiiiiiiiiiini., $20,233  $43,825 355,105 $ 38454
Total TEVENUES . .. .. ittt et e 29374 43966 55,246 38,595
Gross product margin® .. ... .. 23,559 37,401 50,237 36,436
Operating exXpenses ... ...t 15929 18,124 20,785 13,537
[NCOME taX eXPeNSEe . ...\ oot 5,487 10,574 13,874 11,927
NELINCOME . . ... ie i 8,188 17,203 23,278 17,997
Basic net income per share@ ..., .. ... .o oL $ 012 $ 025 §$ 034 $ 026
Diluted net income per share™® . .............. ... ...... $ 012 $ 0325 $ 0.33 $ 025
2005 Quarter Ended
Netproduct Sales .. .. ..ottt $21,055 $28,824  $35,657 $ 40,317
Total revenues . ... ... .t 27,196 28,965 35,798 40,458
Gross product margin®™® . ... ... L 17441 24,394 30,647 35,342
Operating exXpenses .. ........ i iiiaeornr e, 9.810 10,259 11,940 12,263
Income tax expense (benefit) .............. ... ... .. ..... — 3,813 3,292 (44,910)
Nl TICOIMIE & ottt ettt et e ettt et e 17,374 4,981 18,652 72,698
Basic net income per share . .. ... . ... . ... .. L. $ 064 $ 015 § 033 $ 121
Diluted net income per share!® . ................... . ..., $ 036 § 0.11 $ 031 5 L17

(1 Gross product margin is calculated as net product sales less cost of sales.
(@  Net (loss) income per share amounts will not agree to the per share amounts for the full year due 1o the use

of weighted average shares for each period.

The quarterly fluctuations during the year ended 2006 in net product sales and gross product margin are
related to the wholesalers purchasing decisions, particularly during the third quarter. During the third and fourth
quarter of 2006, the Company delayed orders based on the knowledge that wholesalers were ordering in excess

of retail demand, as they anticipated the implementation of price increases.
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CHIEF EXECUTIVE OFFICER’S
CERTIFICATION UNDER
SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

I, Michel de Rosen, President, Chief Executive Officer and Chairman of the Board of Directors of the registrant,
certify that:

L.
2.

I have reviewed this Annual Report on Form 10-K of ViroPharma Incorporated;

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state
a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects the financial condition, resuits of operations and cash flows of the
registrant as of, and for, the periods presented in this report;

The registrant's other certifying officer(s) and | are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control
over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and
have:

a. Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our supervision, to ensure that material information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others within those entities, particularly
during the period in which this report is being prepared;

b. Designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles;

c. Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such evaluation; and

d. Disclosed in this report any change in the registrant's internal control over financial reporting that
occurred during the registrant's most recent fiscal quarter that has materially affected, or is reasonably
likely to materially affect, the registrant's internal contro! over financial reporting; and

The registrant's other certifying officer(s) and I have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant's auditors and the audit committee of the
registrant's board of directors:

a.  All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant's ability to record,
process, summarize and report financial information; and

b.  Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant's internal control over financial reporting.

fs/  MICcHEL DE ROSEN

Michel de Rosen
President, Chief Executive Officer and
Chairman of the Board of Directors

February 27, 2007




Exhibit 31.2

CHIEF FINANCIAL OFFICER’S
CERTIFICATION UNDER
SECTION 302 OF THE SARBANES-OXLEY ACT OF 2002

I, Vincent J. Milano, Vice President, Chief Financial Officer and Treasurer of the registrant, certify that:

1.
2.

I have reviewed this Annual Report on Form 10-K of ViroPharma Incorporated;

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state
a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

Based on my knowledge, the financia! statements, and other financial information included in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this report;

The registrant's other certifying officer(s) and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control
over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and
have:

a. Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our supervision, to ensure that material information relating to the registrant,
inctuding its consolidated subsidiaries, is made known to us by others within those entities, particularly
during the period in which this report is being prepared;

b. Designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles;

c.  Evaluated the effectiveness of the registrant's disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such evaluation; and

d. Disclosed in this report any change in the registrant's internal control over financial reporting that
occurred during the registrant's most recent fiscal quarter that has materially affected, or is reasonably
likely to materially affect, the registrant's internal control over financial reporting; and

The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant's auditors and the audit committee of the
registrant's board of directors:

a. All significam deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant's ability to record,
process, summarize and report financial information; and

b.  Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s intermal control over financial reporting.

/s/ VINCENT J. MILANO

Vincent J. Milano
Vice President, Chief Operating Officer,
Chief Financial Officer and Treasurer

February 27, 2007




Exhibit 32.1

CERTIFICATION PURSUANT TO
18 US.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of ViroPharma Incorporated (the “Company”) on Form 10-K for the
period ending December 31, 2006 as filed with the Securities and Exchange Commission on the date hereof (the
“Report™), each of the undersigned officers of the Company, certify, pursuvant to 18 U.S.C. § 1350, as adopted
pursuant to § 906 of the Sarbanes-Oxley Act of 2002, that:

(1) The Report fully complies with the requirements of section 13(a) or 15(d) of the Securities Exchange
Act of 1934; and

(2) The information contained in the Report fairly presents, in all material respects, the financial condition
and results of operations of the Company.

/s/  MICHEL DE ROSEN

Michel de Rosen
President, Chief Executive Officer and
Chairman of the Board of Directors

February 27, 2007

fs/  VINCENT J. MILANO

Yincent J. Milano
Vice President, Chief Operating Officer,
Chief Financial Officer and Treasurer

February 27, 2007
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